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LETTER OF TRANSMITTAL 





Wasuineton, December 30, 1957. 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuarrMan: I am transmitting herewith a revised 
report by an advisory group appointed by the Subcommittee on 
Internal Revenue Taxation to study subchapter K of the Internal 
Revenue Code of 1954, relating to the income-tax treatment of part- 
ners and partnerships. This report contains changes which the ad- 
visory group recommends for logiélative consideration. 

The advisory group was appointed by the subcommittee on Novem- 
ber 28, 1956, to assist the subcommittee in its study of subchapter K 
of the 1954 Code. The advisory group consists of the following 
members: Messrs. Arthur B. Willis (chairman), Harry Janin (vice 
chairman), Mark H. Johnson, Paul Little, Donald McDonald, Her- 
bert B. Story, Laurens W illiams, and Abner Hughes (resigned i in May 
1957). 

The first report of the advisory group on subchapter K was pub- 
lished on May 8, 1957. For the convenience of those who may de- 
sire to find all of the advisory group’s proposals in one document, 
however, the recommendations contained in that report (with one 
modification) are repeated in this revised report. Also in this report 
are a series of additional recommendations developed by the group 
since publication of the first report. The prior recommendation 
which has been modified in this report relates to section 751. This 
report has not been considered or approved by the Subcommittee on 
Internal Revenue Taxation or any member thereof. The committee 
has scheduled public hearings commencing January 7, 1958, and this 
revised report of the Partnership Advisory Group is among the sub- 
jects to be considered in such hearings. 

Respectfully submitted. 

Witsur D. Mitts, 
Chairman, Subcommittee on Internal Revenue Taxation. 
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Wasuinoton, December 80, 1957. 
Hon. Wizsur D. Mitts, 

Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, House of Representatives, 
Washington, D. C. 

My Dear Mr. CuHarrman: We are submitting herewith the report 
of the Advisory Group on Subchapter K of the Internal Revenue 
Code of 1954. This report supersedes the first report dated May 8, 
1957, and contains all the recommendations for statutory change 
which we consider necessary at this time. With the exception of that 
on section 751, all of the recommendations in the first report have been 
incorporated without change in the present report. The present 
report contains a modified recommendation for the amendment of 
section 751, and a series of new recommendations with respect to 
other sections of subchapter K. In addition, the report recommends 
a rearrangement of the subchapter. It is believed that this rearrange- 
ment, which places in part I the basic provisions likely to be used 
by the ave rage partnership, will make the principal partnership pro- 
visions easier to understand for the taxpaying public and their 
advisers. 

No basic changes are recommended in the present statutory frame- 
work of partnership taxation. So far as the group can ascertain from 
the experience of its individual members and from the comments of 
others, the pattern introduced in the 1954 Code has been found to 
be generally satisfactory. When account is taken of the inherent 
complexity of the subject, it is noteworthy that this first attempt at a 
comprehensive codification of the partnership tax law should have 
been as successful as it has proved to be. Nevertheless, it was in- 
evitable that actual experience under these provisions would disclose 
situations not clearly covered by the statute, that there would be some 
instances of unintended benefits and hardships, and that some pro- 
visions would be found to create unwarranted complications in the 
operation of partnership businesses. Our recommendations are de- 
signed to clarify certain provisions, to produce more equitable results, 
and to simplify the operation of the statute whenever that could be 
done without jeopardy to the revenues and without substantial im- 
pairment of the taxpayers’ equities. 

Although some of the recommended corrections are obviously more 
important than others, we believe that in every instance the proposed 
change is sufficiently substantial to warrant legislative action. We 
have given serious consideration to many provisions other than those 
covered by our recommendations. In each such instance we have 
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decided either that the present statute is satisfactory, or that it is 
desirable to await further experience before resorting to statutory 
amendment. 

In submitting this report we desire to express our appreciation of the 
helpful cooperation we received from the staff of the Joint Committee 
on Internal Revenue Taxation, the Treasury Department and the 
Internal Revenue Service, representatives from which attended our 
meetings for purposes of supplying information. 

Respectfully submitted. 

Artuur B. W111Is, 
Chairman. 
Harry JANIN, 
Vice Chairman. 
Mark H. Jounson. 
Pau Lirt.e. 
Donatp McDona.p. 
Hersert B. Story. 
Laurens WILLIAMS. 





REVISED REPORT OF THE ADVISORY GROUP ON 
PARTNERS AND PARTNERSHIPS 


(Note: For the convenience of the reader this report contains 
recommendations made by the partnership advisory group in its 
first report, dated May 8, 1957. It also contains a series of addi- 
tional recommendations prepared by the group since that time. 
Notations in the headings of the items indicate in which category 
particular recommendations fall.) 


1. Rearrangement of subchapter K. To state separately provisions 
likely to be applicable to simple partnerships (new proposal) 


The present partnership provisions have been criticized on the 
grounds that they are too complicated and that the taxpayer who is 
a member of the average simple partnership cannot be expected to 
understand many of the present provisions. It is believed that 
some of the difficulty in this respect stems from the fact that, in 
actual practice, the operation of partnerships can vary significantly. 
Most of the difficulty probably arises from the fact that a partnership 
is viewed by some as an entity separate and apart from the partners 
while to others the partnership is viewed as an aggregation of the 
partners, each acting in his own individual capacity. The partnership 
provisions of present law take both this “entity” and this “aggregate” 
concept into account. The “entity’’ concept is most frequently 
applied by the statute, since it ordinarily operates more simply than 
does the ‘aggregate’ concept. Usually elections are available, how- 
ever, making it possible for the partners or partnership to follow the 
aggregate concept if they care todo so. These elections are necessary 
if the tax laws are not to freeze partnerships into a rigid mold, but, 
nevertheless, they are a complicating factor. Moreover, there are 
other relatively complicated partnership provisions, designed to pre- 
vent tax avoidance or undue hardship, which are unlikely to apply 
in the type of transaction which the simple partnership or partner is 
likely to engage. 

Your advisory group has concluded that, in actual practice, a 
substantial simplification can be achieved for the average simple part- 
nership by grouping in one part the provisions likely to be applicable 
to these partnerships and by grouping in another part the various 
elections and other technical provisions of a narrower application. 
Therefore, it is recommending a rearrangement of the partnership 
provisions in the manner set forth below. 

Under this rearrangement the existing partnership provisions are 
grouped into five parts: Part I deals with the rules generally applicable 
to partners and partnerships and contains the provisions with which a 
simple partnership is most likely to come in contact. For the most 
part, these represent the general rules contained in the forepart of the 
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existing sections. Part II contains the so-called collapsible part- 
nership provisions which may result in ordinary-income treatment 
where an interest is sold or exchanged, or in the case of certain types 
of distributions. These provisions, although unlikely to apply in 
the case of simple partnership, probably will, nevertheless, hava a 
somewhat wider application than the special rules contained in part ITI. 
Part III contains the various elections and special rules which, for the 
most part, apply only in the case of the more complicated types of 
partnership arrangements. Part IV in the proposed rearrangement 
contains the definitions, and part V the effective dates for the sub- 
chapter. In this rearrangement, every effort has been made to retain 
existing section numbers for the provisions which are likely to be 
frequently, applied. For example, section 751 would continue to be 
the provision defining unrealized receivables and inventory items. 

The subsequent recommendations in this report would, of course, 
require some modification in this rearrangement, but it is believed that 
these are, for the most part, obvious, and need not be referred to here. 

The material presented ‘below shows the section and subsection 
headings under the proposed rearrangement, and in parentheses after 
these headings the section, subsection or paragraph of existing law 
which they represent. Modifications required in existing law by the 
rearrangement also are indicated in the parentheses. Provisions of 
present law which have been transferred from present-law sections to 
proposed new sections are referred to in the bracketed material under 
the section numbers where they appear under existing law. 


Subchapter K—Partners and Partnerships 


Part I. Rules generally applicable to partners and partnerships. 
Part II. Collapsible partnership transactions. 

Part III, Special rules for partners and partnerships, 

Part IV. Definitions. 

Part V. Effective date for subchapter. 


PART I—RULES GENERALLY APPLICABLE TO PARTNERS AND 
PARTNERSHIPS 


Subpart A—Determination of Tax Liability 


SEC. 701. PARTNERS, NOT PARTNERSHIP, SUBJECT TO TAX. 

(Sec. 701 of present law.) 

SEC. 702. INCOME AND CREDITS OF PARTNER. 

(a) GENERAL RuLE.—(Sec. 702 (a) of present law.) 

(b) CHARACTER OF ITEMS CONSTITUTING DISTRIBUTIVE SHARE.—(Sec. 702 (b) 
of present law.) 

(c) Gross INCOME or A PartNnER.—(Sec. 702 (c) of present law.) 

SEC. 703. PARTNERSHIP COMPUTATIONS. 

(a) INcomME AND Depuctions.—(Sec. 703 (a) of present law.) 

(b) ELEcTIONS OF THE PARTNERSHIP.—(Sec. 703 (b) of present law.) 
SEC. 704. PARTNER’S DISTRIBUTIVE SHARE. 

(a) Errect oF PARTNERSHIP AGREEMENT.—(Sec. 704 (a) of present law with 
the following modification: The reference to ‘except as otherwise provided in 
this section’”’ is changed to read “‘except as otherwise provided in this section, 
section 761 (relating to special rules for contributed property), and section 762 
(relating to family partnerships).’’) 

(b) DistrRIBUTIVE SHARE DETERMINED BY INCOME OR Lcss Ratio.—(Sec. 704 
(b) of present law.) 

(c) ContTRIBUTED Property.—(Sec. 704 (c) (1) of present law with the follow- 
ing modification: The reference to “‘except to the extent otherwise provided in 
paragraph (2) or (3)”’ is changed to read “except as otherwise provided in section 
761 (relating to special rules for contributed property).’’) 
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[Paragraphs (2) and (3) of Sec. 704 (c) of present law become section 761 in the 
rearrangement. ] 

(d) Limrration ON ALLOWANCE OF LossEs,—(Sec. 704 (d) of present law.) 

[Section 704 (e) of present law becomes section 762 in the rearrangement.] 
SEC. 705. DETERMINATION OF BASIS OF PARTNER’S INTEREST. 

(See. 705 (a) of present law with the following modification: The reference to 
“except as provided in subsection (b)’’ is changed to read “except as otherwise 
provided in section 763 (relating to an alternative rule for determination of basis 
of partner’s interest).’’) 

[Section 705 (b) of present law becomes section 763 in the rearrangement.] 
SEC. 706. TAXABLE YEARS OF PARTNER AND PARTNERSHIP. 

(a) YEAR IN WuicH PartTNERSHIP INcoME Is INcLUDIBLE.—(Sec. 706 (a) of 
present law with the following modification: The reference to “section 707 (c)” 
is changed to “‘section 707 (b).’’) 

(b) Apoprion or TAXABLE YEAR.—(Sec. 706 (b) of present law.) 

(c) CLosiInc or PARTNERSHIP YEAR.— (Sec. 706 (c) (1) of present law with 
the following modification: The words ‘‘except as provided in paragraph (2)” 
are changed to read “except as provided in section 764 (relating to a partner 
who retires or sells an interest in a partnership).’’) 

{Paragraph (2) of Sec. 706 (c) of present law becomes section 764 in the rear- 
rangement. } 

SEC. 707. TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP. 

(a) Partner Nor Acrine IN Capacity AS PARTNER.—(Sec. 707 (a) of present 
law with the following modification. The words ‘‘and in section 765 (relating 
to certain sales or exchanges of property with respect to controlled partnerships)’ 
are added at the end of the phrase ‘‘except as otherwise provided in this section.’’) 

[Sec. 707 (b) of present law becomes Sec. 765 in the rearrangement.] 

(b) GUARANTEED PAYMENTS.—(Sec, 707 (ec) of present Jaw.) 

SEC. 708. CONTINUATION OF PARTNERSHIP. 

(a), GENERAL RuLe.—(Sec. 708 (a) of present law.) 

(b) : TERMINATION.—(Sec. 708 (b) (1) of present law with the new paragraph 
(2) indicated below.) 

**(2) Cross REFERENCE.—For special rules to be applied in the case 
of mergers or consolidations and divisions of partnerships, see section 
766.” 


[Sec. 708 (b) (2) of present law becomes Sec. 766 in the rearrangement. ] 


Subpart B—Contributions to a Partnership 


SEC, 721. NONRECOGNITION OF GAIN OR LOSS ON CONTRIBUTION, 
(Sec. 721 of present law.) 

SEC. 722. BASIS OF CONTRIBUTING PARTNER’S INTEREST. 
Sec. 722 of present law.) 

SEC, 723. BASIS OF PROPERTY CONTRIBUTED TO PARTNERSHIP, 
(Sec. 723 of present law.) 


Subpart C—Distribution by a Partnership 


SEC. 731. EXTENT OF RECOGNITION OF GAIN OR LOSS ON DISTRIBUTION, 

(a) Partners.—(See, 731 (a) of present law with the following modification: 
The references to ‘section 751 (c)”’ and “section 751 (d) (2)” are changed to “‘sec- 
tion 751 (a)”’ and “‘section 751 (b) (2),”’ respectively.) 

(b) Partnersnips.—(Sec. 731 (b) of present law.) 

(ec) Excertrons.—(Sece. 731 (c) of present law with the following modification: 
The reference to ‘‘section 736” is changed to ‘‘section 776” and the reference to 
“section 751” is changed to “‘section 750 (a).’’) 

SEC, 732. BASIS OF DISTRIBUTED PROPERTY OTHER THAN MONEY. 

(a) DistrinuTIONS OTHER THAN IN LIQUIDATION OF A PARTNER’S INTEREST.— 
(Sec. 732 (a) of present law.) 

(b) DistrrsutioNns In LiquipatTion.— (Sec. 732 (b) of present law.) 

(c) ALLocATION oF Basits.—(Sec. 732 (c) of present law with the following 
modification: The references to “section 751 (c)” and to “section 751 (d) (2)” 
are changed to ‘section 751 (a)” and “section 751 (b) (2),” respectively.) 


98677—57——_2 
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[Sec. 732 (d) of present law becomes section 784 in the rearrangement.]} 

(d) Excrrtion.—(Sec. 732 (e) of present law with the following modification: 
The reference to ‘‘section 751 (b)’”’ is changed to “‘section 750 (a).’’) 

‘“(e) Cross REFERENCE.—For special partnership basis to transferees where 
distributions are made, see section 784.’”’ (This cross reference is new.) 
SEC. 733. BASIS OF DISTRIBUTEE PARTNER’S INTEREST. 

(Sec. 733 of present law.) 


SEC, 734. BASIS OF UNDISTRIBUTED PARTNERSHIP PROPERTY. 


(Sec. 734 (a) of present law with the following modification: The reference to 
“unless the election, provided in section 754 * * *, is in effect” is changed to 
read “unless the election, provided in section 780 * * *, is in effect’’.) 

[Sec. 734 (b) and (c) of present law become Sec. 781 in the rearrangement. 
SEC. 735. HOLDING PERIOD FOR PARTNERSHIP PROPERTY. 

(Sec. 735 (b) of present law with the following modification: The reference to 
“(other than for purposes of subsection (a) (2))’’ is changed to read ‘‘(other than 
for purposes of inventory items referred to in section 750 (b)’’.) 

[Sec. 735 (a) of present law becomes Sec. 750 (b) in the rearrangement.] 

[Sec. 736 of present law becomes Sec. 776 in the rearrangement. | 


Subpart D—Transfers of Interests in a Partnership 


SEC. 741. RECOGNITION AND CHARACTER OF GAIN OR LOSS ON SALE OR EXCHANGE. 
(Sec. 741 of present law with the following modification: The reference to 
“section 751” is changed to “section 749”’’.) 
SEC. 742. BASIS OF TRANSFEREE PARTNER’S INTEREST. 
(Sec. 742 of present law.) 
SEC. 743. BASIS OF PARTNERSHIP PROPERTY. 
(Sec. 743 (a) of present law with the following modification: The reference to 


“unless the election provided by section 754 * * * is in effect’ is changed to 
read ‘‘unless the election provided by section 780 * * * is in effect’’.) 


[Sec. 743 (b) and (c) of present law become Sec. 782 in the rearrangement.] 


Subpart E—Treatment of Certain Liabilities 


SEC. 746. TREATMENT OF CERTAIN LIABILITIES. 
(Sec. 752 of present law.) 


PART II—COLLAPSIBLE PARTNERSHIP TRANSACTIONS 


SEC. 749. SALE OR EXCHANGE OF UNREALIZED RECEIVABLES OR INVENTORY ITEMS. 
(Sec. 751 (a) of present law.) 


SEC. 750. DISTRIBUTIONS WITH RESPECT TO UNREALIZED RECEIVABLES OR INVEN- 
TORY ITEMS. 


(a) DistRIBUTIONS TREATED As SALES oR ExcHances.—(Sec. 751 (b) of 
present law with the following modifications: The references to ‘“‘subsection (a) 
(1) or (2)” and to “section 736 (a)’”’ are changed to read “section 749 (a) (1) or 
(2)” and to “section 776 (a)’’, respectively.) 

(b) DistrinuTED Property SUBSEQUENTLY SoLD or ExcHanGcep.—(Sec. 735 
(a) of present law with the following modifications: The references to “section 
751 (c)” and to “section 751 (d) (2)” are changed to read “section 751 (a)’’ and 
“section 751 (b) (2), respectively.) 

SEC. 751. DEFINITION OF UNREALIZED RECEIVABLES AND INVENTORY ITEMS. 

(a) UNREALIZED REcEIVABLES.—(Sec. 751 (c) of present law.) 

(b) Inventory IreEMs WuicH Have APPRECIATED SUBSTANTIALLY IN VALUE.— 
(Section 751 (d) of present law.) 

(Sees. 752, 753, 754, 755 and 761 of present law become Secs. 746, 777, 780, 783 
and 788 respectively, in the rearrangement.] 
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PART III—SPECIAL RULES FOR PARTNERS AND PARTNERSHIPS 


Subpart A—Special Rules in Determining Tax Liability 
SEC. 761. SPECIAL RULES FOR CONTRIBUTED PROPERTY. 


(a) Errect of PARTNERSHIP AGREEMENT.—(Sec. 704 (c) (2) of present law.) 

(b) Unprvipep Inrerests.— (Sec. 704 (c) (3) of present law with the follow- 
ing modification: The reference to “paragraph” is changed to ‘‘subsection’’.) 

‘(c) Cross RererRENcE.—For eee rule for the treatment of contributed 
property, see section 704 (c).’’ (This is a new cross reference.) 
SEC. 762. FAMILY PARTNERSHIPS.— 

(a) Recocnition or INTEREST CREATED BY PURCHASE oR Guirr.—(Sec. 
704 (e) (1) of present law.) 

(b) Distrrputive SHARE oF Donee INcLUDIBLE In Gross Incomz.—(Sec. 
704 (e) (2) of present law.) 


(c) PurcHase or INTEREST BY MEMBER oF Famity.—(Sec. 704 (e) (3) of 
present law.) 


SEC. 763. ALTERNATIVE RULE FOR DETERMINATION OF BASIS OF PARTNER’S INTEREST. 
(Sec. 705 (b) of present law.) 
SEC. 764. CLOSING OF PARTNERSHIP TAXABLE YEAR FOR PARTNER WHO DISPOSES OF 
PART OR ALL OF INTEREST. 
(a) DisposiTiIon or ENTIRE InTEREST.—(Sec. 706 (c) (2) (A) of present law.) 
(b) Dispostrion or Less THAN Entire IntTEeREst.—(Sec. 706 (c) (2) (B) of 
present law with the following modification: The reference to “subsection (b) (1)” 
is changed to read “section 706 (b) (1)’’.) 
“(c) Cross Rererence.—For general rule for the closing of a partnership 
taxable year, see section 706 (c).”’ (This is a new cross reference.) 
SEC. 765. CERTAIN SALES OR EXCHANGES OF PROPERTY WITH RESPECT TO CON- 
TROLLED PARTNERSHIPS. 
(a) Losses DisaLLOwEp.—(Sec. 707 (b) (1) of present law.) 
(b) Garns TREATED AS ORDINARY INcomE.—(Sec. 707 (b) (2) of present law.) 
(c) OWNERSHIP OF A CAPITAL OR PrRorits INTEREST.—(Sec. 707 (b) (8) of 
present law with the following modification: The reference to ‘For purposes of 
paragraphs (1) and (2) of this subsection” is changed to read “‘For purposes of 
subsections (a) and (b)’’.) 
““(d) Cross RereRENcE.—For general rules applicable in the case of transac- 


tions between partner and partnership, see section 707.” (This is a new cross 
reference.) 


SEC. 766. CONTINUING PARTNERSHIP IN MERGERS OR CONSOLIDATIONS AND DIVI- 
SIONS. 

(a) Mercer or Consotipation.—(Sec. 708 (b) (2) (A) of present law with the 
following modification: The reference to “this section’’ is changed to read “section 
708’’.) 

(b) Drviston or A PartNERSHIP.—(Sec. 708 (b) (2) (B) of present law with the 
following modification: The reference to ‘‘this section’”’ is changed to read “‘section 
708’’.) 

**(¢c) Cross REFERENCE.—For general rules applicable in determining a con- 
tinuing partnership, see section 708.’’ (This is a new cross reference.) 


Subpart B—Termination of Retiring or Deceased Partner’s Interest 


SEC. 7746. PAYMENTS TO A RETIRING PARTNER OR A DECEASED PARTNER’S SUCCES- 
SOR IN INTEREST. 

(a) PayMENTs CONSIDERED As DIsTRIBUTIVE SHARE OR GUARANTEED Par- 
MENT.—(Sec. 736 (a) of present law with the following modification: The reference 
to “section 707 (c)” is changed to “section 707 (b)’’.) 

(b) PAYMENTS FOR INTEREST IN PARTNERSHIP.—(Sec. 736 (b) of present law 
with the following modification: The reference to “‘section 751 (c)” is changed to 
“section 751 (a)’’.) 

SEC. 777. SUCCESSOR OF PARTNER RECEIVING INCOME IN RESPECT OF A DECEDENT. 


(Sec. 753 of present law with the ae modification: The reference to 
“section 736 (a)” is changed to read “section 776 (a)’’.) 
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Subpart C—Special Adjustments to Basis of Partnership Property 


SEC. 780. Sar OF OPTIONAL ADJUSTMENTS TO BASIS OF PARTNERSHIP PROP- 
(Sec. 754 of present law with the following modifications: The references to 

“section 734” and to “‘section 743” are changed to read “section 781” and “‘section 

782,” respectively.) 

SEC, 781. OPTIONAL ADJUSTMENT IN CASE OF DISTRIBUTION OF PROPERTY. 

(a) Meruop or ApJustMENT.—(Sec. 734 (b) of present law with the following 
modifications: The reference to “section 754” is changed to ‘‘section 780’’ and the 
references to ‘“‘section 732 (d)”’ to ‘‘section 784’’.) 

(b) ALLOCATION OF Basis.—(Sec. 734 (c) of present law with the following 
modifications: The reference to “subsection (b)”’ is changed to “‘subsection (a)”’ 
and the reference to “section 755’’ to ‘‘section 783’’.) 

““(c) Cross REFERENCE.—For general rule as to adjustment to basis of partner- 
ship property upon a distribution, see section 734.’’ (This is a new cross refer- 
ence.) 


SEC. 782. OPTIONAL ADJUSTMENT IN CASE OF TRANSFER OF INTEREST. 

(a) Meruop or ApJustmENtT.—(Sec. 743 (b) of present law with the following 
modification: The reference to “‘section 754” is changed to “section 780” and the 
reference to “‘section 704 (c) (2)” is changed to “‘section 761 (a)’’). 

(b) ALLocaTIoNn or Basts.—(Sec. 743 (c) of present law with the following 
modifications: The reference to “‘subsection (b) is changed to “subsection (a)’’ 
and aa re ference to “‘section 755’ to “‘section 783’’). 

“(c) Cross REFERENCE.—For general rule as to adjustment to basis of partner- 
ship property upon a transfer of an interest, see section 743.” (This is a new 
cross reference.) 


SEC, 783. ALLOCATION OF BASIS FOR OPTIONAL ADJUSTMENTS. 

(a) GENHRAL Ruie.—(Sec. 755 (a) of present law with the following modifi- 
cations: The references to “section 734 (b)” and “section 743 (b)” are changed 
to “section 781”’ and “section 782’’, respectively.) 

(b) Spectra Rute.—(Sec. 755 (b) of present law) 

SEC. 784. SPECIAL BASIS TO TRANSFEREE UPON SUBSEQUENT DISTRIBUTION. 

(Sec. 732 (d) of present law with the following modifications: The reference to 
subsections (a), (b), and (c)’”’ is changed to “section 732”, the reference to ‘‘section 
754” to “‘seetion 780’, the reference to ‘“‘section 743 (b)”’ to “section 782’, and 
the reference to ‘‘subsection’’ in the second sentence is changed to ‘“‘section’’.) 


“é 


PART IV—DEFINITIONS 
SEC. 788. TERMS DEFINED. 
(a) PARTNERSHIP.—(Sec. 761 (a) of present law.) 
b) Partner.—(Sec. 761 (b) of present law.) 
(c) PARTNERSHIP AGREEMENT.—(Sec. 761 (c) of present law.) 
(d) LiqUIDATION OF A PartNER’s INTEREST.—(Sec. 761 (d) of present law.) 


PART V—EFFECTIVE DATE FOR SUBCHAPTER 
SEC, 791. EFFECTIVE DATE. 

(a) GENERAL RuLE.—(Sec. 771 (a) of present law.) 

(b) Sprcrat Ruies.—(See. 771 (b) of present law with the following modifica- 
tions: After the reference to “section 708” there is to be inserted ‘‘and section 766’’, 
the reference to “section 735 (a)” is changed to “‘section 750 (b)’’, the reference 
to ‘Section 751” is changed to “‘Sections 749, 750 (a) and 751”’ and the reference 
to ‘section 7: 53”’ is changed to ‘‘section 777’’.) 

[Sec. 771 (c) of present law is deleted as no longer necessary.] 


2. Section 702 (b) and (d). Level for determining character of income 
and application of limitations (from first report but with additional 
comments) 

Section 702 (b) of the 1954 Code provides that only the items 
of income, gain, loss, deduction, or credit which were included in a 
partner’s distributive share under paragraphs (1) through (8) of 
subsection (a) of section 702 are to retain their original character in 
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the hands of the partner as though they were realized directly by 
him from the same source from which realized by the partnership 
and in the same manner. After excluding such items, the remaining 
income or loss became ordinary income or loss without any character 
other than “partnership income or loss.” ; 

Your advisory group has concluded that section 702 (b) should be 
amended so that the partnership is purely a conduit and so that the 
character of any and all partnership items carries over into the hands 
of the partners individually. OO EE 

Moreover, the 1954 Code is not clear whether limitations are 
imposed at the partner or at the partnership level. Your advisory 
group has concluded that the 1954 Code should be clarified and that 
any limitations on the includability or deductibility of an item should 
be imposed at the partner, not the partnership, level. 

(a) Character of items constituting distributive share. The conduit 
principle established by section 702 (b) of the 1954 Code is continued 
in the advisory group’s recommendation with minor modifications. 
Had the regulations under this section not been written as broadly as 
they were, a partner would have been deprived of the retirement 
income credit arising from rents received through a partnership. Your 
advisory group proposes that the character of all partnership items, 
not just certain listed items, carry over into the hands of the individual 
partners. Hence, whether or not the item is separately stated by the 
partnership will become completely immaterial in determining its 
character in the hands of the partners. It is proposed, therefore, that 
section 702 (b) be amended to read as follows: 

(b) CHaractTer or IreMs ConstituTING Distrisvutive SHARE.—The character 

of any item of income, gain, loss, deduction, or credit included in a partner’s 
distributive share under subsection (a) shall be determined as if such item were 
realized directly from the source from which realized by the partnership or incurred 
in the same manner as incurred by the partnership. 
This differs from exisiting law only in that it provides that the items 
covered by paragraph (9) of subsection (a), as well as the items listed 
in paragraphs (1) through (8) of subsection (a), are to retain their 
character in the partner’s hands. 

The advisory group would like to emphasize that section 702 (b) 
provides that the income is to be determined as if any item were 
realized directly by the partner from the source from which realized 
by the partnership or incurred in the same manner by the partner as 
incurred by the partnership. Thus, the sale of a property by a 
partnership might result in ordinary income to a partner who is a 
real-estate dealer and capital gain to other partners. However, just 
as it is possible for a real-estate dealer who is a sole proprietor to have 
a segregated investment account (sales from which result in capital 
gain) so also is it possible that a partnership interest represents an 
investment account, sales from which will give rise to capital gain 
rather than ordinary income. This would be a fact question which 
would have to be separately determined in each case in the same 
manner as where the property in question were held directly by an 
individual. 

Although the character of the income items is to be determined at 
the partner level, account must be taken of the fact that the partner- 
ship is acting for the partners and thus that they are engaged in 
whatever business the partnership is. Thus, where there is a sale of 
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property being used in a trade or business at the level of the partner- 
ship (e. g., either for sale to customers or depreciable property) the 
partnership character of any gain from such a sale would be attributed 
to the partners since they individually would be considered as engaged 
in the partnership business. 

(b) Limitations in computing taxable income. Although various sec- 
tions of the code impose limits upon the amount of an item (generally 
a deduction item) which is to be taken into account in computing 
taxable income, subchapter K does not make it clear whether the code 
imposes these limitations at the partnership or at the partner level. 
The advisory group considered the following types of limitations: 

A. A fixed dollar limitation (such as sec. 116 relating to exclusion 
of $50 of dividends received by individuals; sec. 270 limiting hobby 
losses to $50,000 each year; sec. 615 limiting exploration expenditures 
to $100,000; and sec. 1211 (b) limiting the deduction of capital losses 
to $1,000 in excess of capita] gains). 

B. A percentage of gross income (such as sec. 175 limiting deduct- 
ible soil and water conservation expenditures to 25 percent of gross 
income derived from farming). 

C. A percentage of adjusted gross income (such as sec. 170 (b) 
limiting charitable contributions to 20 or 30 percent of the taxpayer’s 
adjusted gross income). 

D. A percentage or proportion of taxable income (such as sec. 35 
(b) (2) limiting the credit for partially tax-exempt interest to 3 percent 
of the taxable income; sec. 613 limiting the deduction for depletion 
to 50 percent of the taxable income from the property; sec. 904 limiting 
the foreign tax credit in proportion to the taxpayer’s taxable income 
from sources within the foreign country; and sec. 1211 (b) limiting 
the deduction for capital losses to taxable income). 

E. Similar or related items of income, gain, loss, deduction, or 
credit (such as sec. 165 (d) limiting wagering losses to wagering 
gains; sec. 111 limiting the inclusion of bad debt recoveries, prior 
taxes, and the like, to the amount of tax benefit from the same item; 
and sec. 1211 limiting capital losses in part to the amount of capital 

ains),. 

t The advisory group concluded that if such limitations were imposed 
at the partnership level it would permit individual taxpayers to exceed 
the limitation set by the statute simply by forming a number of part- 
nerships. Moreover, it would work out unfairly where a large num- 
ber of partners share the same item. If the limits were imposed at 
both the partnership and partner levels, they would discriminate 
against the partnership form of business. The advisory group assumes 
that the limits set in the code generally are the amount intended to 
be allowed to any single individual taxpayer. The advisory group 
recognizes certain accounting complexities which, from the point of 
view of imposing the limitations, may arise from the very nature of 
the conduit principle when a single partnership allocates income to 
partners differently situated. 

The advisory group recommends that the statute be made clear by 
adding a new subsection (d) to section 702, providing that wherever 
a limitation is imposed upon the includability or the deductibility 
of an item, each partner is entitled to his full share up to the statutory 
limit and that the partnership is disregarded for this purpose. The 
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advisory group, therefore, proposes that a new subsection 702 (d) 
be added to read as follows: 


(d) Limitations 1n Computine TaxasLE INcomz.—TIf any limitation on the 
amount of the exclusion or deduction of any item of income, gain, loss, deduction, 
or credit affecting the computation of taxable income is expressed in terms of a 
fixed amount, or a percentage of income, such limitation shall be applied only in 
the computation of each rae taxable income separately and not to the 
partnership computation of income 
This amendment is intended to clarify, and not to change, present law. 
Moreover, the advisory group did not consider that the word ‘“‘lim- 
itation” as used in the proposed amendment would correctly describe 
the restrictions on the choice of depreciation methods under section 
167. It was the conclusion of the group that such choice actually 


represented an election within the meaning of the present section 
703 (b). 


8. Section 702 (c). Gross income of a partner (from first report) 

Section 702 (c) of the 1954 Code states: 

In any case where it is necessary to determine the gross income of a partner for 
purposes of this title, such amount shall include his distributive share of the gross 
income of the partnership. 

Gross income of the partnership as used here is not reduced by any 
ete wang 6 payments made by the partnership to the partners. 

ection 707 (c), however, also provides that guaranteed payments 
are to be included in gross income for purposes of section 61 (a). 

As the result of the interrelationship of sections 702 (c) and 707 (c), 
the law may be interpreted as requiring the inclusion of guaranteed 
payments in a partner’s gross income twice, once as a portion of his 
distributive share of the partnership gross income and once directly 
as guaranteed payments. 

It is suggested that section 702 (c) be amended to read as follows: 

(c) Gross INcomE or A PARTNER.—In any case where it is necessary to 
determine the amount of the gross income of a partner for purposes of this title, 
such amount shall include the excess of his distributive share of the gross income 
of the partnership over any payments from the partnership included in his gross 
income as the result of the application of section 707. 

To conform the above change with respect to the definition of 
gross income of a partner with that used in connection with self- 
employment income, clauses (iii) and (iv) immediately followin 
paragraph (8) in section 1402 (a) probably should also be cain 
to strike out ‘‘(c)”’ where reference is made to section 707 (c). 


4. Section 703 (b). Organizational expenditures (from first report) 

Decisions by the Tax Court in Abe Wolkowitz, et al., Tax Court 
memorandum decision (1949), and Meldrum and Fewsmith, Inc., 20 
T. C. 790, 807, affirmed on other issues, 230 F. 2d 283, hold that legal 
fees incurred in the organization of a partnership are capital expendi- 
tures and cannot be deducted by the partnership. 

Section 248 permits a corporation, if it so elects, to deduct its 
organizational expenditures over a period of 5 years. The proposed 
addition to section 703, permitting the deduction of expenses relating 
to the formation of a partnership or the revision of the partnership 
agreement, differs from section 248 in the following respects: 








10 


REVISED REPORT ON PARTNERS AND PARTNERSHIPS 


(a) Deduction is allowed over a fixed period of 60 months with- 
out any election being required by the partnership. Under sec- 
tion 248 the corporation may elect to treat organizational expenses 
as deferred expenses and to deduct them ratably over a period of 
‘not less than 60 months,” 

(6) Subparagraph (B) of the proposed section 703 (b) (2) pro- 
vides that any organizational expenses not previously deductible 
by the partnership become deductible by the partnership for the 
taxable year of its termination under section 708 (b). The same 
result is already established by court decisions in the field of 
corporate tax law when a corporation is liquidated. 

(c) The “organizational expenses’ of a partnership are amor- 
tized over a period of 60 months after such expenses were paid 
or accrued. Under section 248 the organizational expenses of a 
corporation are deductible over a period of 60 months “beginning 
with the month in which the corporation begins business.”’ See- 
tion 248 creates a hiatus as to amortization of organizational 
expenses which may not be billed to the corporation until several 
months after it has begun business. Further, the commencement 
of the amortization period with the date of beginning business 
is not practicable in the partnership situation since ‘‘organiza- 
tional expenses’ of a partnership are defined as including ex- 
penses that may be incurred by the partnership more than 5 years 
after it began business. (See point (d) below.) 

(d) The term “organizational expenses” is defined as including 
expenses not necessarily related to the formation of the partner- 
ship. The term is expressly broadened to include costs of pre- 
paring or revising the partnership agreement after the partnership 
is formed. The term also includes the costs of preparing or 
amending a buy-and-sell agreement. 

(ec) No attempt is made to exclude from “organizational 
expenses” the costs of obtaining capital contributions. Such 
costs are usually nominal in the case of a partnership and are 
extremely difficult to segregate from the cost of forming the 
partnership. In a partnership there are not the legal costs and 
expenses involved in capital contributions that are found in con- 
nection with the issuance of capital stock of a corporation. 


To provide for the deduction of partnership organizational expenses 
in the manner described above, it is recommended that subsection (b) 
of section 703 be redesignated as subsection (c) and that the following 
new subsection (b) be adopted: 


(b) DEDUCTION OF ORGANIZATIONAL EXPENSES OF PAKTNERSHIP.— 


(1) ALLOWANCE OF DEDUCTION.—A deduction, taken into account in the 
manner provided in paragraph (2), shall be allowed to the partnership for 
the organizational expenses (as defined in paragraph (3) ) of the partnership. 

(2) PERIOD FOR WHICH DEDUCTION IS ALLOWABLE.—This deduction for or- 
ganizational expenses of the partnership shall be taken into account by 
the partnership— 

(A) for a period of 60 months beginning with the month in which 
such expenses were paid or accrued, and 

(B) any organizational expenses not previously deductible by the 
partnership shall be deductible by the partnership for its taxable year 
in which, or with which, the partnership is terminated in the manner 
described in section 708 (b). 
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(3) DEFINITION OF ORGANIZATIONAL EXPENSES.—F or purposes of this sub- 
section, the term “organizational expenses” includes any expenditure which 
is incident to— 

(A) the creation of a new partnership, 

(B) the preparation of a partnership agreement for an existing 
partnership, 

(C) the amendment of an existing partnership agreement, or 

(D) the preparation or amendment of any agreement relating to the 
purchase or retirement of the interest of a withdrawing or deceased 
partner. 

The advisory group believes that the above amendment should be 
effective with respect to partnership expenses incurred in the future. 
Consideration might also be given to provision for amortization of 
organizational expenses s previously paid or accrued but not deducted. 
These might be allowed as deductions over a 60-month period be- 
ginning with the first month after the effective date applicable to 
this provision. 


§. Section 705. Determination of basis of purtner’s interest (new proposal) 

Section 705 provides two rules, a general rule and an alternative 
rule, for purposes of determining the basis of a partner’s interest where 
this basis may be needed in computing the gain on the sale of an in- 
terest, in the case of certain distributions, ete. The general rule re- 
quires a partner to determine the adjusted basis of his interest by 
taking the basis of the property originally contributed to the partner- 
ship, or the basis of the interest at the time of purchase, and then 
making certain adjustments in this basis. In general, the basis is to 
be increased for a partner’s distributive share of the income of the 
partnership, whether or not it bas been taxable income, and decreased 
by the partnership basis of assets distributed to bim, and by the part- 
ner’s distributive share of losses of the partnership. The alternative 
rule provides that the Secretary or his delegate may prescribe the 
conditions under which, instead of making the detailed adjustments 
described above, the adjusted basis of a “partner’s S interest may be 
determined by reference to what his proportionate share of the 
adjusted basis of partnership property would be if the partnership 
were to be terminated at that time. The adjustments to the basis of 
a partner’s interest, whether made under the general rule or alter- 
native rule, occur throughout the year on the basis of all of the part- 
nership transactions up to the date the basis must be determined. 

The partnership in any case frequently has to determine the ad- 
justed basis of partnership property, with the result that the alterna- 
tive rule, where the Secretary permits its use, is much simpler to 
apply than the general rule. Moreover, in the case of the simple 
partnership, where the contributions and distributions have been in 
money and there have been few if any transfers of partnership inter- 
ests, the basis for a partner’s interest reached under either rule is 
likely to be substantially the same. 

In view of the greater simplicity of the alternative rule your advisory 
group is rec ommending that this so-called alternative rule, with 
modifications, be made the general or standard rule, and that the 
general rule be made the alternative rule. Thus, under the proposal 
the simpler rule for determining basis will apply unless the partnership 
elects otherwise. For this simpler rule to apply, however, it will be 
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necessary to limit its application to those cases where the contribu- 
tions, transfers, and distributions which have occurred will not result 
in any substantial difference in the basis for a partner’s interest, 
computed in this manner and computed under the new alternative 
rule. However, if there is a substantial difference, under the proposal 
partners will still be permitted to use the simpler method of com- 
puting the basis for their interests if they are willing to make whatever 
adjustments are necessary to eliminate any substantial difference in 
basis computed under the two methods. The restriction on the use 
of the simpler rule is to apply, however, only if the Secretary or his 
delegate, or one or more of the partners, can establish that there 
would be a substantial difference as a result of prior contributions, 
transfers, or distributions if the more complicated rule had applied. 
In other words, the Secretary or his delegate, or the partner, whoever 
is contending that the more complex rule should be followed by the 
partnership, has the affirmative burden of proof. 

To provide for the changes in section 705 described above it is 
recommended that this section be amended to read as follows: 
SEC. 705. DETERMINATION OF BASIS OF PARTNER'S INTEREST. 


(a) GENERAL RULE.— 

(1) DeTERMINATION OF BASIS.—The adjusted basis of a partner’s interest 
in a partnership shall be determined by reference to his proportionate share 
of the adjusted basis of partnership property as if there had been a termina- 
tion of the partnership, except that such basis shall be determined in the 
manner provided in subsection (b) if the partnership so elects (in accordance 
with regulations prescribed by the Secretary or his delegate), or if as the re- 
sult of the limitation provided in paragraph (2), this subsection is not applic- 
able. 

(2) Limrration.—The adjusted basis of a partner’s interest shall not be 
determined under this subsection if it is established that there has been one 
or more— 

(A) contributions to the partnership, 

(B) transfers of interests in the partnership, or 

(C) distributions by the partnership, 
which would result in a substantial difference in the basis for a partner’s in- 
terest computed under this subsection than if computed under subsection (b), 
except that the adjusted basis of a partner’s interest may nevertheless be 
determined under this subsection if such adjusted basis so computed is fur- 
ther adjusted (as required by regulations prescribed by the Secretary or his 
delegate) in a manner which eliminates any such substantial difference. 

(b) ALTERNATIVE Rute.—If subsection (a) is not applicable, the adjusted 
basis of a partner’s interest in a partnership shall be the basis of such interest 
determined under section 722 (relating to contributions to a partnership) or 
section 742 (relating to transfers of partnership interests) — 

(1) inereased by the sum of his distributive share for the taxable year 
and prior taxable years of— 

(A) taxable income of the partnership as determined under section 
703 (a), 

(B) income of the partnership exempt from tax under this title, and 

(C) the excess of the deductions for depletion over the basis of the 
property subject to depletion; and 

(2) decreased (but not below zero) by distributions by the partnership as 
provided in section 733 and by the sum of his distributive share for the 
taxable year and prior taxable years of— 

(A) losses of the partnership, and 
(B) expenditures of the partnership not deductible in computing its 
taxable income and not properly chargeable to capital account. 
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6. Section 706 (b). Changing or adopting a taxable year (from first 
report) 

Section 706 (b) (1) provides that a partnership may not change 
to, or adopt, a taxable year other than that of all of its principal 
partners unless it establishes a business purpose therefor. Section 
706 (b) (2) also requires a business purpose before a partner may 
oe to a year other than that of a partnership in which he is a 
principal partner. Section 706 (b) (3) defines a principal partner as 
one having an interest of 5 percent or more in partnership profits or 
capital. 

Section 706 (b) (1) as described above, would appear to require 
establishment to the satisfaction of the Secretary or his delegate of a 
business purpose before a partnership can adopt any year where its 
principal partners are on different taxable years. However, the 
regulations on this point (sec. 1.706—1 (b) (1) (ii)) provide that a 
newly formed partnership may adopt a calendar year as its taxable 
year without securing prior approval from the Commissioner if all 
of its principal partners are not on the same taxable year. Presum- 
ably the authority for this is contained in sections 441 (b) (2) and 
441 (g) (3) of the 1954 Code. The advisory group favors the policy 
of permitting a partnership to adopt the calendar year as its taxable 
year without the consent of the Secretary or his delegate where the 
principal partners have different taxable years. It is recommended 
that this policy be clearly established by amending section 706 (b) (1). 

It has been suggested that section 706 (b) (1) be further amended 
to provide that in the case of the formation of a new partnership, a 
partnership should be free to select any fiscal year it may desire. In 
this connection, the advisory group recognizes the importance of 
encouraging taxpayers to select fiscal years other than the calendar 
year in order to spread throughout the year the workload of preparing 
tax returns and year-end statements. At the same time it is recog- 
nized that the selection of a partnership year different from that of 
the partners may result in a substantial lag in the reporting of income 
for tax purposes. In view of these conflicting considerations the 
advisory group is not making any recommendation for change on this 

oint, 
As indicated above, section 706 (b) (2) would seem to indicate that 
a principal partner may change his taxable year to that of the partner- 
ship without obtaining the consent of the Secretary or his delegate. 
However, the regulations on this section (sec. 1.706-1 (b) (2)) indicate 
that a partner may not change his taxable year without securing prior 
approval from the Commissioner. This requirement is based on the 
fact that section 442 provides that if a taxpayer changes his annual 
accounting period, the new accounting period is to become the tax- 
payer’s taxable year only if the change is approved by the Secretary 
or his delegate. The advisory group approves of the policy in the 
present regulations requiring the taxpayer to obtain the consent of the 
Commissioner in all cases before changing his taxable year because— 
(a) problems may arise where an individual is a principal 
partner in more than one partnership, 
(b) there are problems respecting the interrelationship of the 
taxable year of a partner with that of his spouse, and 
(c) the partnership income may be only a minor portion of a 
taxpayer’s income, 
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It is recommended, therefore, that section 706 (b) (2) be amended to 
make it clear that this consent must be obtained. Moreover, it is 
believed that it is no longer necessary to provide a special ‘‘business 
purpose” rule in section 706 (b) (2) since the regulations under section 
442 indicate that a “substantial business purpose”’ rule is applicable 
in connection with that section. The advisory group believes that the 
effect of referring to section 442 as a substitute for the present provi- 
sion will not generally prohibit a partner from changing his taxable 
year to that of a partnership of which he is a member except in cases 
where there are overriding considerations. 

The regulations under section 442 in part state as follows: 

In general, a change of annual accounting period will be approved where the 

taxpayer establishes a substantial business purpose for making the change. In 
determining whether a taxpayer has established a substantial business purpose for 
making the change, consideration will be given to all the facts and circumstances 
relating to the change, including the tax consequences resulting therefrom. If 
the effect of the change is to defer a substantial portion of the taxpayers’ income, 
or to shift a substantial portion of deductions, from one year to another so as to 
reduce substantially the tax liability of the taxpayer, the change will ordinarily 
not be approved. Further, approval will ordinarily be denied if the effect of the 
change is to cause a similar deferral or shifting in the case of another taxpayer, 
such as a partner, beneficiary, etc., so as to reduce substantially such other tax- 
payer’s tax liability. 
While the advisory group sees no need to treat partners in this connec- 
tion differently from other taxpayers, it does question the emphasis in 
the quoted regulations on tax benefits derived from the deferral of 
income as being sufficient grounds for denying a taxpayer the right to 
change his taxable year. Rather, it is believed that a determination 
should be made as to whether there is asubstantial business purpose and 
that tax benefits arising from any deferral should be taken into account 
as a factor in determining the bona fides of the substantial business 
purpose. The advisory group does not recommend legislation to 
specifically change the above-quoted provisions of the regulations 
because this is beyond the scope of its delegated responsibilities. 
Nevertheless, if the Committee on Ways and Means agrees with the 
opinions expressed by the advisory group, it would appear desirable 
to include in the report of the committee a specific statement of 
congressional intent with respect to the requirements for obtaining 
permission to change a taxable year. 

It has been pointed out that as a result of the definition of a principal 
partner in section 706 (b) (3) as one having an interest of 5 percent or 
more in partnership profits or capital, some cases will arise where no 
limitation is imposed with respect to the adoption of a partnership 
taxable year because no partner has an interest of 5 percent or more. 
The advisory group believes, however, that such cases are relatively 
few and that any problem arising from the absence of any limitation in 
such cases would not warrant the added complexity of amending the 
statute. 

In view of the advisory group’s recommendations described above, 
it is suggested that paragraphs (1) and (2) of section 706 (b) be amended 
to read as indicated below. No change would be made in section 
706 (b) (3), however. 

(b) ADOPTION OR CHANGE OF TAXABLE YEAR— 

(1) PARTNERSHIP’S TAXABLE YEAR.—The taxable year of a partnership 
shall be determined as though the partnership were a taxpayer. A partner- 
ship may not— 
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(A) adopt a taxable vear other than that of all its principal partners 
(except that if all the principal partners do not have the same taxable 
year, the partnership may adopt a calendar year), or 

(B) change to a taxable year other than that of all its principal 
partners, 


unless it establishes, to the satisfaction of the Secretary or his delegate, a 
business purpose therefor. 

(2) PARTNER’S TAXABLE YEAR.—A partner may not change his taxable 
year except as provided in section 442. 


7. Section 706 (c). Close of a taxable year upon the death of a partner 
(from first report) 

Section 706 (c) (2) (A) (ii) provides that the taxable year of a 
partnership with respect to a partner who dies shall not close prior 
to the end of the partnership’s taxable year. 

Keeping open the partnership year with respect to a partner who 
dies prevents the possibility of any “bunching” of income for tax 
purposes in the year of death of a partner whose taxable year differs 
from that of his partnership. However, it overlooks the fact that 
where “bunching” is not a serious problem this may deny the oppor- 
tunity to offset this income against deductions and exemptions avail- 
able in the year of death. It may also deny the benefits of income- 
splitting with respect to this partnership income. The regulations 
(sec. 1.706—1 (c) (3) (iv)) remedy this situation in part by recognizing 
the closing of a partnership taxable year with respect to a deceased 

artner upon the date of death where there is an agreement to sell 
his interest at that time. However, this provision of the regulations 
is complicated in its application. 

The advisory group believes that in the usual case where the 
partnership and the partners are on the same taxable year it is even 
more important, in the case of a deceased partner, to have the oppor- 
tunity to offset the partnership income against deductions, exemp- 
tions, and other benefits available in the year of death than it is to 
avoid the “bunching” of income by reporting such income in the 
year after the death of the partner. Consequently the group recom- 
mends that as a general rule the partnership taxable year in the case of 
a deceased partner close at the date of death. However, it is suggested 
that the successor in interest of a deceased partner be given the option 
to continue the year with respect to the deceased partner’s distributive 
share of the partnership income to the normal ending of the partner- 
ship year where there has been no sale, exchange, or liquidation of 
this interest before that date. Where the interest, as a result of the 
aoe agreement or otherwise, has been sold, exchanged, or 
iquidated by reason of a buy-and-sell agreement which is operative 
upon the death of a partner, the successor in interest is to have the 
option to close the taxable year of the partnership for the deceased 
partner’s interest immediately after the death of the deceased partner. 
Where the interest is disposed of after the partner’s death, the succes- 
sor in interest is to have the option to close the partnership taxable 
year for the decedent’s interest as of the date of the disposition. 

Consideration was given to the desirability of changing the rule on 
the close of the partnership year for a deceased partner for the period 
from 1954 to 1957. However, it was concluded that the complexities 
which would result from provisions in the statute and regulations for 
years which were closed, together with the confusion which would 
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result from another elective rule, does not justify retroactive legisla- 
tion. Moreover, the broad regulations issued under section 706 have 
covered many of the problem cases. 


It is suggested that the advisory group’s recommendation be 
carried out by amending section 706 (c) to read as follows: 


(c) CLrosinc oF PARTNERSHIP YEAR.— 

(1) GENERAL RULE.—Except in the case of a termination of a partnership 
and except as provided in paragraphs (2) and (8) of this subsection, the tax- 
able year of a partnership shall not close as the result of the death of a partner, 
the entry of a new partner, the liquidation of a partner’s interest in the part- 
nership, or the sale or exchange of a partner’s interest in the partnership. 

(2) DeaTH OF A PARTNER.—The taxable year of a partnership shall close 
with respect to a deceased partner as of the date of death of such partner, 
unless the successor in interest of such partner files an election not to close 
the taxable year of the partnership with respect to such partner as of such 
date. Such election shall be filed in accordance with regulations prescribed 
by the Secretary or his delegate. In the event such election is filed, the 
taxable year of the partnership shall close with respect to such partner— 

(A) at the close of the partnership taxable year, if the interest of such 
partner is not sold, exchanged, or liquidated prior to the close of the 
partnership taxable year, 

(B) at whichever of the following is the later— 

(i) the date of sale, exchange, or liquidation of the interest of the 
deceased partner (if occurring prior to the close of the partnership 
taxable year), or 

(ii) the day following the death of such partner, 

if the interest of such partner is sold, exchanged, or liquidated by reason 
of an agreement which is operative on the death of such partner, or 

(C) on the date of sale, exchange, or liquidation, if the interest of such 
partner is sold, exchanged, or liquidated subsequent to the date of his 
death but prior to the close of the partnership taxable year. 

(3) SALE OR LIQUIDATION OF INTEREST OF A PARTNER.— 

(A) DisposiITION OF ENTIRE INTEREST.—Except as provided in para- 
graph (2) the taxable year of a partnership shall close— 

(i) with respect to a partner who sells or exchanges his entire 
interest in a partnership, and 

(ii) with respect to a partner whose interest is liquidated. 

Such partner’s distributive share of items described in section 702 (a) 
for such year shall be determined, under regulations prescribed by the 
Secretary or his delegate, for the period ending with such sale, exchange, 
or liquidation. 

(B) DisposITION OF LESS THAN ENTIRE INTEREST.—The taxable year 
of a partnership shall not close (other than at the end of a partnership’s 
taxable year) with respect to a partner who sells or exchanges less than 
his entire interest in the partnership or with respect to a partner 
whose interest is reduced, but such partner’s distributive share of items 
described in section 702 (a) shall be determined by taking into account 
his varying interests in the partnership during the taxable year. 


8. Section 707 (b). Certain sales or exchanges of property with respect 
to controlled partnerships (new proposal) 

(a) Present law.—Section 707 (a) of present law provides that as 
a general rule, if a partner engages in a transaction with a partnership, 
other than in his capacity as a member of the partnership, the trans- 
action is to be considered as occurring between the partnership and 
one who is not a partner. Subsection (b), however, provides certain 
exceptions to this rule with respect to sales or exchanges of property 
between a partner and a partnership where there are certain specified 
relationships between them or between two partnerships where there 
is a specific degree of common ownership by partners having interests 
in both. 
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Paragraph (1) of subsection (b) disallows losses in the case of sales 
or exchanges of property between a partnership and a partner owning, 
directly or indirectly, more than 50 percent of the capital interest, or 
profits interest, in the partnership, and also in the case of 2 partner- 
ships in which the same persons own, directly or indirectly, more than 
50 percent of the capital interests or ‘profits interests. Paragraph (2) 
of present law provides in certain cases that any gain recognized on 
the sale or exchange of property other than a capital asset is to be 
ordinary income. ‘The transactions referred to are sales or exchanges 
between a partnership and a partner owning, directly or indirectly, 
more than 80 percent of the capital interest, or profits interests, in the 
partnership or between 2 partnerships in which the same persons own, 
directly or indirectly, more than 80 percent of the capital interests, or 
profits interests. ‘The loss provision for the most part appears to 
have been patterned after section 267 (a) (1), which deals with losses 
between related taxpayers, and the gain provision, after section 1239, 
which relates in part to gain from the sale or exchange of property 
between an individual and a controlled corporation. 

(b) General comments——Your advisory group’s recommendations 
with respect to section 707 (b) adhere to the basic patterns on which 
the loss and gain provisions were based. However, it is recommend- 
ing a series of changes designed more closely to correlate the loss pro- 
vision with section 267 and the gain provision with section 1239. For 
example, in both the gain and loss provisions it is proposed that the 
references to transactions between a “partner” and a partnership - 
changed to references to transactions between a “person” and ¢ 
partnership. This makes it clear that the provisions apply not wale 
to a transaction between a partnership and “partner” but also to 
those between that partnership and a person “related” to the partner. 
In addition, in both the loss and the gain provision the words “directly 
or indirectly” are deleted from the reference to transactions between 
a person and a partnership as being unnecessary in view of the specific 
constructive ownership rules applicable in these cases. These same 
words also are deleted in the case of the transactions between two 
partnerships because they are believed to be ambiguous. Instead, a 
“common” ownership rule, discussed subsequently, is proposed. In 
addition to these changes, which apply to both the loss and gain 
provisions, your advisory group is reeomme nding other changes, some 
which apply only to losses and others only to gains. 

(c) Changes affecting loss provision only. —Under your advisory 
group’s proposal the application of section 707 (b) (1), ‘relating to the 
disallowance of losses, is expanded to cover laa which may arise 
in the case of sales or exchanges between a partnership and a corpora- 
tion or trust or estate, where there is ownership of common interests 
of 50 percent or more. This eliminates a deficiency in the present 
treatment of losses between related taxpayers as set forth in sections 
267 and 707 (b) and permits section 707 (b) (1) to be an exclusive rule 
with respect to losses involving partnerships. This latter feature is 
provided in the proposed new paragraph (2) (A). 

Another modification of the present subsection (b) (1) relates to the 
application of section 267 (d) in the case of a subsequent sale or ex- 
change by a transferee where a loss has been previously disallowed. 
Section 267 (d) presently is applicable in the same manner as if the 
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loss were disallowed under section 267 (a) (1). Section 267 (d) of 
present law provides, in effect, that where in a prior sale a loss was not 
allowable to the transferor because of the relationship of the transferee 

and the transferor, if that transferee subsequently sells or exchanges 
the property at a gain, this gain is to be recognized only to the extent 
that the proc eeds received exceed the basis the property had in the 
hands of the prior transferor. The proposal of the advisory group 
continues this same treatment (in paragraph (2) (C)) but, where the 
prior transferee in such a case is a partnership, provides for the 
method of allocation among the partners of the adjustment referred 
to in section 267 (d). This adjustment is to be allocated in a manner 
which reflects the extent to which each of the partner’s interests, or 
stock ownership, initially caused the disallowance of the loss. This 
special allocation is, of course, to apply only to the extent such part- 
ners remain in the partnership at the time of the subsequent transfer. 
Otherwise the allocation would be made in the manner provided by 
the partnership agreement. 

(d) Changes affecting gain provision only.—Subsection (b) (2) of 
present law (subsec. (b) (3) of the proposal) generally appears to have 
been patterned after section 1239 of the code. However, in two 
respects section 707 (b) (2) of present law differs substantially from 
section 1239. First, it applies to all property other than a capital 
asset, while section 1239 applies only to property of a character which 
is subject to the allowance for depreciation provided in section 167. 
Second, section 707 (b) (2) of existing law applies the relatively broad 
constructive ownership rules of section 267, while section 1239 extends 
ownership to include only interests owned by a person’s spouse, his 
minor children and his minor grandchildren. Your advisory group’s 
recommendation in both of these respects is to conform the gain pro- 
vision in section 707 (b) with the rules provided in section 1239. This 
has been done in the proposed subsection in paragraph (3). Although 
it is recognized that there are certain deficiencies in the present section 
1239, there nevertheless seems to be no reason why different and more 
stringent rules should be applied to gains involving controlled partner- 
ships than are applied to gains involving controlled corporations. 

(e) “Common” interests—In both the loss and gain provisions, 
where the transactions are between partnerships, the proposal sub- 
stitutes ‘“own common interests of more than 50 percent’’ (or 80 per- 
cent) for the words ‘owning, directly or indirectly, more than 50 
percent” (or 80 percent). In the proposed statutory language this 
new wording is also applied in the case of a transaction between a 
partnership and a corporation, trust, or estate. It is believed that 
the proposed phraseology is both more equitable and more specific 
than that contained in present law. Thus, in the case of the loss 
provision, for example, if partners A and B shared the ownership of 
1 partnership on a 10-percent—90-percent basis and the ownership of 
another partnership on a 90-percent—10-percent basis, the ‘“common”’ 
ownership of A in the 2 partnerships would be 10 percent. The 
“common”’ ownership of B also would be 10 percent, with the result 
that the total common interests owned by the two partners in each 
partnership would be 20 percent. Thus, this would not constitute a 
controlled partnership under the proposal either in the case of a loss 
or a gain. However, under existing law such ownership apparently 
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would constitute a sale between controlled partnerships for purposes 
of the loss provision merely because both A and B are members of 
both partnerships and together own more than a 50 percent interest 
in each partnership (or more than 80 percent interest in the case of 
the gain provision). This is true even though their interests in the 
2 partnerships differ substantially and transactions between the 2 


partnerships are likely to be at arms length as between independent 
parties. 


f) Proposed statutory amendment.—To carry out the recommenda- 
I y 


tions of the advisory group it is proposed that section 707 (b) be 
amended to read as follows: 


SEC. 707. TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP. 

(a) Partner Not AcTING IN CAPACITY AS PARTNER.— * * *, 

(b) Certain SALES OR ExcHANGES OF PRopERTY WitTH Respect To Cone 
TROLLED PARTNERSHIPS.— 

(1) Losses DIsALLOwED.—No deduction shall be allowed in respect of 
losses from sales or exchanges of property (other than an interest in the 
partnership), directly or indirectly, between— 

(A) a person and a partnership in which more than 50 percent of the 
capital interest, or the profits interest, is owned by such person, 

(B) two partnerships in which the same persons own common interests 
of more than 50 percent of the capital interests or profits interests, 

(C) a partnership and a corporation in which the same persons own 
common interests of more than 50 percent of the capital interest, or 
profits interest, of the partnership and of the value of the outstanding 
stock of the corporation, or 

(D) a partnership and a trust or estate in which the same persons own 
common interests of more than 50 percent of the capital interest, or 
profits interest, of the partnership and of the value, actuarially com- 
puted, of the trust or estate. 

(2) APPLICATION OF SECTION 267— 

(A) SECTION 267 (a) (1) INAPPLICABLE.—Section 267 (a) (1) shall not 
apply to any sale or exchange between a person and a partnership, 
between two partnerships, or between a partnership and either a corpo- 
ration, a trust, or an estate. 

(B) APPLICATION OF CONSTRUCTIVE OWNERSHIP RULES PROVIDED IN 
SECTION 267 (c).—For purposes of paragraph (1), the ownership of an 
interest in a partnership, trust, or estate, or of stock in a corporation, shall 
be determined in accordance with the rules for constructive ownership 
of stock provided in section 267 (c) other than paragraph (3) of such 
section. 

(C) APPLICATION OF SECTION 267 (d).—In the case of a subsequent 
sale or exchange by a transferee described in paragraph (1), section 267 
(d) shall be applicable as if the loss had been disallowed under section 267 
(a) (1). If the transferee described in paragraph (1) is a partnership, 
the adjustment referred to in section 267 (d) shall be allocated among 
the partners in a manner which reflects the extent to which their interests, 
or stock ownership, caused the disallowance of the loss. 

(3) GAINS TREATED AS ORDINARY INCOME.—lIn the case of a sale or ex- 
change, directly or indirectly, of property which in the hands of the transferee 
is property of a character which is subject to the allowance for depreciation 
provided in section 167 between— 

(A) a person and a partnership in which more than 80 percent of the 
capital interest, or profits interest, is owned by such person, or 

(B) two partnerships in which the same persons own common interests 
of more than 80 percent of the capital interests or profits interests, 

any gain recognized shall be considered as gain from the sale or exchange of 
property other than a capital asset. For purposes of this paragraph a person 
shall be considered as owning any interest owned by his spouse, his minor 
children, and his minor grandchildren, 

(c) GUARANTEED PaYMENTs.—* * * 
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9. Section 708 (b) (1) (B). Termination of a partnership on sale to 
another partner of an interest of 50 percent or more (from first report) 
Section 708 (b) (1) (B) of the code provides that a partnership is to 
be considered as terminated if, within a 12-month period, there is a 
sale or exchange of 50 percent or more of the total interest in partner- 
ship capital and profits. 

The sale of a partnership interest to another partner will terminate 
the partnership if the interest sold is in excess of 50 percent of the 
total interest in the partnership capital and profits. However, no 
termination occurs where a partner’s interest is liquidated by making 
distributions to him of more than 50 percent of the partnership assets. 
This disparity of treatment places too much emphasis on form. The 
remaining partners can accomplish results identical to those where 
there has been a sale of partnership interest between partners merely 
by making additional contributions of property to the partnership 
and having the partnership make distributions to the withdrawing 
partner. ‘To equate the tax consequences in these two cases the 
advisory group recommends that a partnership not be terminated by 
a Sale (regardless of the percentage interest sold) to partners who have 
— members of the partnership for at least 12 months prior to such 
sale. 

The report of the Committee on Ways and Means in connection 
with this provision migui also suggest that there should be a correlation 
of the treatment of a partner’s interest (with respect to the 12-month 
rule) in the case of a liquidation of an interest with the treatment 
accorded a sale of the partner’s interest to other partners under the 
proposed amendment to section 708 (b) (1) (B). 

Attention has also been called to the fact that section 708 (b) (1) (B) 
refers only to “a sale or exchange” occurring ‘within a 12-month 
period.” Itis believed that this was intended to present a cumulative 
concept, adding together all sales or exchanges occurring within a 
12-month period. However, this is not entirely clear in the statute as 
the result of the reference only to “‘a sale or exchange.”’ The advisory 
group suggests, therefore, that this provision be revised to refer to 
“sales or exchanges.”’ 

It is suggested that the advisory group’s recommendations for the 
revision of section 708 (b) (1) (B) be obtained by amending the 
subparagraph to read as follows: 

(1) GENERAL RULE.—For purposes of subsection (a), a partnership shall 


be considered as terminated only if 
A) *** 


(B) within a 12-month period there are sales to or exchanges with 
persons other than partners who have been members of the partnership 
for a period of at least 12 months prior to such sales or exchanges, in the 
aggregate of 50 percent or more of the total interest in partnership 
capital and profits. 


10. Sections 721,722, and 724. Interest in partnership capital exchanged 
for services (new proposal) 

(a) Present law.—Section 721 of present law provides that no gain 
or loss is to be recognized to a partnership or to any of the partners in 
the case of a contribution of property to the partnership in exchange 
for an interest in the partnership. However, the regulations (sec. 
1.721-1 (b) (1)) state that this provision does not apply to the extent 
a partner gives up a part of his right to be repaid his contributions 
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(as distinguished from a share in partnership profits) in favor of 
another partner as compensation for services. The regulations provide 
that in such a case the value of the interest in the partnership capital 
transferred as compensation for services is income to the person 
performing the services. The amount of the income in this case, 
according to the regulations, is the fair market value of the interest in 
the capital transferred at the time the transfer is made in the case of 
past services, or at the time the services have been rendered where the 
transfer is conditioned on the completion of the transferee’s future 
services. 

(b) General comments.—Y our advisory group in general approves of 
the result obtained in the regulations but believes that there should 
be a clear statutory basis for this position. Moreover, valuation at 
the time the services are completed does not appear to give a satis- 
factory result in the case of services to be rendered in the future since 
the valuation at this future date may include a substantial amount of 
appreciation which occurred after the transfer of the interest. This 
appreciation is capital appreciation, rather than ordinary income, 

The adoption of the statutory language presented below is recom- 
mended as a means of providing a clear statutory basis for the position 
taken in the regulations, modified so as not to treat the appreciation 
in value of an interest as ordinary income. The proposal takes the 
form of a new section 724, although slight modifications are also re- 
quired in sections 721 and 722. Subsection (a) of the proposed 
section 724 deals with the treatment accorded the person performing 
the services, and subsection (b) indicates the treatment accorded the 
partners relinquishing interests in capital of the partnership. Sub- 
section (c) specifies the amount which is to be taken into account by 
both the service partner and the partners relinquishing interests, and 
the time this amount is to be taken into account. Subsection (d) 
provides a special rule for certain types of capital interests. 

(c) Section 724 (a). Person performing services——Subsection (a) 
of the proposed section 724 provides that the person who receives 
an interest in the capital of a partnership in exchange for the per- 
formance of services is to include the amount (determined under 
subsection (c)) in his gross income and is to be subject to ordinary 
income tax on it. Thus, he is considered as having been paid in 
money for the services he rendered and then having contributed this 
same amount to the partnership in exchange for an interest in the 
capital of the partnership. ‘Thus, he is to receive a basis for this 
interest equal to the amount included in gross income. 

It should be noted that this entire provision applies only where a 
person receives an interest in the “capital” of a partnership and not 
where he receives merely a “profits” interest. An interest in the 
capital of a partnership can be distinguished from a profits interest in 
that the former conveys a right to receive a specific share of the 
partnership property in a distribution of property upon liquidation 
of the partnership and is not dependent upon profits from partner- 
ship operation. 

(d) Section 724 (b). Partners relinquishing interests.—Subsection (b) 
provides that the partners relinquishing interests in the capital of a 
partnership for the performance of the services are entitled either to 
an expense deduction, or an addition to basis of partnership properties, 
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or a combination of both, with respect to the amount taxed as ordinary 
income to the person performing the services. 

In determining whether an item is properly classified as a business 
expense or as an addition to capital, the same rules will be applied 
as if the partnership had paid money for the performance of the 
services. Any deduction allowed to the partnership under this sub- 
section is to be shared among the partners in proportion to the in- 
terest in capital of the partnership relinquished by each. Where any 
of the partners who relinquished an interest are no longer in the 
partnership at the time this deduction is allowable it is contemplated 
that the Secretary or his delegate will by regulations prescribe that 
the successor in interest of such a partner is to be allowed the deduc- 
tion or, where there is no successor, that the other partners will be 
allowed this deduction in the manner provided by regulations. 

(e) Section 724 (c). Amount to be taken into account.—Subsection 
(c) specifies the amount to be taken into account both by the person 
performing the service and by the partners relinquishing the interest 
in capital. If at the time the partnership interest is transferred it is 
not subject to restrictions or limitations as to its transferability, the 
amount to be taken into account is to be the fair market value of the 
interest at the time of the transfer, or the transferee partner’s propor- 
tionate share of the adjusted basis of the partnership property at that 
time, whichever is the lesser. If at the time the partnership interest is 
transferred it is subject to restrictions and limitations as to transfer- 
ability, the amount to be taken into account is the lesser of the trans- 
feree partner’s proportionate share of the adjusted basis of the partner- 
ship property (the same as where the interest was not subject to 
restrictions), the fair market value the interest would have had at the 
time of the exchange had there been no limitations or restrictions as to 
the transferability of the interest at that time, or the fair market 
value of the services performed. Whether or not the interest is 
subject to restrictions, the service partner will not be required to 
report as income any appreciation in value of the interest transferred 
to him over its basis to the transferor partners, as indicated by their 
share of the adjusted basis of partnership property, nor include in 
income any appreciation in value after the exchange. 

Subsection (c) also provides the time when the amount determined 
is to be taken into account. This amount is to be taken into account 
at the time of the exchange, if the interest is not subject to restrictions 
or limitations as to transferability at that time. Where the interest 
is subject to limitations or restrictions as to transferability, the 
amount referred to is to be taken into account at the time these 
limitations or restrictions are removed. 

(f) Section 724 (d). Capital interests not includible in gross income.— 
Subsection (d) provides an exception to the general rule in section 724 
to preclude taxation to the person performing the services where the 
interest acquired would not have been taxable income if such an 
interest had been acquired in the absence of the partnership form of 
organization. For example, this exception is intended to conform the 
partnership provision with existing rulings and case law with respect to 
the development of mineral or similar property. Consequently, the 
same treatment will prevail whether the development of the property 
is in a partnership or under an arrangement that does not constitute 
a partnership. Your advisory group is in no way proposing that this 
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exception be confined to the development of mineral properties inas- 
much as the same problem may arise in nonmineral activity. 

(g) Sections 721 and 722.—In addition to adding the new section 
724, your advisory group’s proposal with respect to interests in 
partnership capital exchanged for services also results in slight modi- 
fications of sections 721 and 722. In the case of section 721 it is 
generally provided that no gain or loss is to be recognized to a partner- 
ship or its partners upon the contribution of property to a partnership 
in exchange for an interest in the partnership. An exception needs 
to be made to this general rule because under the proposed section 


724, gain is recognized to a person performing services in exchange for 
an interest in a partnership. 


Section 722 presently provides that the basis of a contributing 
partner’s interest in a partnership is to be the adjusted basis to him 
of the property he contributed. This section is amended to provide 
that the basis of an interest received in exchange for the performance 
of services is to be the amount ‘deemed’ to have been contributed 
to the partnership by the person performing the services. 

(h) Proposed statutory language.—The proposed revisions of sections 
721 and 722 together with the proposed new section 724 are as follows: 
SEC. 724. INTEREST IN PARTNERSHIP CAPITAL EXCHANGED FOR SERVICES. 


(a) TREATMENT OF PERSON PERFORMING SERvicES.—If a person receives an 
interest in the capital of a partnership in exchange for the performance of services 
for the partnership— 

fy he shall include in gross income (as defined in section 61 (a)) the 
amount provided in subsection (c), and 

(2) such amount thereupon shall be deemed to be a contribution by such 
person to the partnership. 

(b) TREATMENT OF PARTNER RELINQUISHING INTEREST IN CAPITAL OF PART- 
NERSHIP.—If any partner relinquishes an interest in the capital of a partnership 
in exchange for the performance of services for such partnership, with respect to 
the amount determined in subsection (¢)— 

(1) the partnership shall be allowed a deduction, to the extent such amount 
constitutes a trade or business expense (described in section 162 (a)) to the 
partnership, and 

(2) the adjusted basis of the partnership properties shall be increased (in 
accordance with the services performed with respect to each), to the extent 
such amount constitutes an amount properly chargeable to capital account 
under section 1016 (a) (1). 

Any deduction allowable under paragraph (1) shall be shared among the partners 
in proportion to the interest in the capital of the partnership relinquished by each 
in exchange for the services. 

(c) Amount Requrrep To Be Taken Into Account UNDER SUBSECTIONS 
(a) AND (b).—The amount required to be taken into account under subsection (a) 
and subsection (b) by reason of the performance of services in exchange for an 
nterest in the capital of the partnership— 

(1) if the interest, at the time of the exchange, is not subject to restrictions 
or limitations as to its transferability, shall be taken into account at the 
time of the exchange and shall be the lesser of— 

(A) the fair market value of the interest at such time, or 

(B) the transferee partner’s proportionate share of the adjusted basis 
of the partnership property, 

or 

(2) if the interest, at the time of the exchange, is subject to restrictions 
or limitations as to its transferability, shall be taken into account at the 
time such restrictions or limitations are removed and shall be the lesser of— 

(A) the fair market value of the services, 

(B) the fair market value the interest would have had at the time 
of the exchange had there then been no restrictions or limitations as to 
the transferability of the interest, or 

(C) the transferee partner’s proportionate share of the adjusted bases 
of the partnership property. 
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(d) Recerer or CERTAIN Types or CaprraL InrEREstT Nor INCLUDIBLE IN 
Gross Incomse.—This section shall not apply to the extent that an amount 
representing the interest in the capital of a partnership received in exchange for 
the performance of services for the partnership is of the type which would not 
be includible in gross income under section 61 (a) (relating to the definition of 
gross income) had no partnership existed and had the services been exchanged 
for an undivided interest in property of the type held by the partnership. 

SEC. 721. EXTENT OF RECOGNITION OF GAIN OR LOSS ON CONTRIBUTION. 

No gain or loss shall be recognized to a partnership or to any of its partners 
in the case of a contribution of property to the partnership in exchange for an 
interest in the partnership except to the extent provided in section 724. 

SEC. 722. BASIS OF CONTRIBUTING PARTNER’S INTEREST. 

The basis of an interest in a partnership acquired by a contribution of property, 
including money, to the partnership shall be the amount of such money and the 
adjusted basis of such property to the contributing partner at the time of the 
contribution. The basis of an interest in a partnership acquired in exchange for 
the performance of services for the partnership shall be the amount deemed to 
be a contribution to the partnership by such person under section 724 (a). 


11. Sections 731 and 732. Extent of recognition of gain or loss or dis- 
tribution and basis of distributed property other than money (con- 
forming change) 

The changes proposed by your advisory group in sections 731 and 
732 are occasioned by its proposal with respect to section 751. The 
changes made delete the references to unrealized receivables and in- 
ventory items and substitute references to “‘section 751 assets.” In 
one respect, however, there is a departure from the definition of 
section 751 assets generally used. In the case of distributions, prop- 
erty used in the trade or business (section 1231 (b) assets) to the 
extent their sale would result in a net loss, are not classified as ‘‘ordi- 
nary income” assets. As under present law such assets, for purposes 
of the distribution provisions, will be treated in the same manner as 
capital assets. Also, existing law provides that sections 731 and 732 
do not apply to the extent provided otherwise in section 751. These 
references are deleted since under your advisory group’s proposal the 
application of these sections is no longer limited by section 751. 

SEC. 731. EXTENT OF RECOGNITION OF GAIN OR LOSS ON DISTRIBUTION. 

(a) Partners.—In the case of a distribution by a partnership to a partner— 

(1) * * *, and 
(2) loss shall not be recognized to such partner, except that upon a distri- 
bution in liquidation of a partner’s interest in a partnership where no property 
other than that described in subparagraph (A) or (B) is distributed to such 
partner, loss shall be recognized to the extent of the excess of the adjusted 
basis of such partner’s interest in the partnership over the sum of— 
(A) any money distributed, and 
(B) the basis to the distributee, as determined under section 732, of 
any section 751 assets (except property described in section 751 (c) (2)). 
*x * * * * 

(b) PARTNERSHIPS.—* * *, 

(c) Excertion.—This section shall not apply to the extent otherwise provided 
by section 736 (relating to amounts paid to a retiring partner or a deceased part- 
ner’s successor in interest). 

SEC. 732. BASIS OF DISTRIBUTED PROPERTY OTHER THAN MONEY. 

(a) DistRrBUTIONS OTHER THAN IN LIQUIDATION OF A PARTNER’S INTEREST.— 

(1) GENERAL RULE.—* * * 
(2) Limrration.—* * *, 
(b) DistRIBUTIONS IN LIQUIDATION.—* * *, 





REVISED REPORT ON PARTNERS AND PARTNERSHIPS 25 


(c) ALLocATION oF Basts.—The basis of distributed properties to which sub- 
section (a) (2) or subsection (b) is applicable shall be allocated— 

(1) first to any section 751 assets (except property described in section 

751 (c) (2)) in an amount equal to the adjusted basis of each such property 

to the partnership (or if the basis to be allocated is less than the sum of the 


adjusted bases of such properties to the partnership, in proportion to such 
bases), and 
* * * 


(d) SpectaL PARTNERSHIP Basis TO TRANSFEREE.—For purpose of subsections 
(a), (b), and (c), a partner who acquired all or a part of his interest by a transfer 
with respect to which the election provided in section 754 (2) is notin effect, * * *. 


12. Section 734. Optional adjustment to basis of undistributed partner- 
ship property (new proposal). 

(a) Present law—Section 734 (a) of present law provides that the 
basis of partnership property is not to be adjusted as the result of a 
distribution of property to a partner unless the partnership has so 
elected under section 754. Subsection (b) relates to the method of 
adjustment where such an election has been made. Paragraph (1) 
of this subsection provides that the basis of partnership property is 
to be increased by any gain recognized to the distributee partner, 
and also where the distributed property had an adjusted basis to the 
partnership in excess of the basis attributed to the property in the 
hands of the distributee. Paragraph (2) of subsection (b) provides 
for decreases in the adjusted basis of partnership property in the 
reverse situations. 

(6) Comments.—These rules are intended to provide a partnership 
with the option to maintain the same adjusted basis for partnership 
property in the aggregate, as is represented by the aggregate of the 
adjusted bases of all of the partnership interests. However, because 
this relationship may already have become distorted before the part- 
nership made the election to apply section 734 (b), increasing the basis 
of partnership property by the amount of the gain recognized to the 
distributee partner or the excess of the partnership basis for the dis- 
tributed property over the basis assigned to it in the hands of the 
distributee may not give the correct result where upward adjustments 
are required, while adjustments for losses or the excess of the basis 
of a property in the hands of the distributee over its basis to the part- 
nership may not give the correct result where downward adjustments 
in the basis of partnership property are required. A more accurate 
result in such cases can be obtained by making an adjustment in the 
basis of partnership property for the difference between the basis to the 
partnership of the distributed property and the reduction which occurs 
in the distributee partner’s proportionate share of the adjusted basis of 
the partnership property. Itis proposed therefore that section 734 (b) 
be revised to reflect this different method of computing the partnership 
adjustment. For this purpose, however, any special basis that a 
transferee partner may have with respect to partnership property 
under section 743 (b) is ignored. However, this adjustment takes 
into account any variations in partnership basis between partners as 
the result of the application of the special contributed property rules 
under section 704 (c) (2). The reduction in a distributee partner’s 
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proportionate share of the adjusted basis of the partnership property 
under the proposal is the difference between his proportionate share 
of the adjusted basis of the partnership property immediately pre- 
ceding and immediately following the distribution. His proportionate 
share in both cases is to be determined in accordance with his interest 
in partnership capital. The adjusted basis to the partnership of the 
property distributed is to be determined at the time of the distribution. 

In addition to the change described above, your advisory group is 
also proposing a ‘‘de minimis”’ rule to be applied in the case of sections 
734 (b) and 743 (b). In both cases a provision is added which pro- 
vides that even though the partnership has elected to make the ad- 
justments to partnership basis it nai not make these adjustments 
where the total with respect to a distribution is less than $1,000, 
whether it is an increase of less than $1,000 or a decrease of less than 
$1,000. Permitting partnerships to ignore small adjustments of this 
type will make it possible to limit the adjustments actually made to 
those where the adjustments are significant items for the partnership. 

Changes proposed in section 754 and section 755 described subse- 
quently, which relate to separate elections with respect to sections 734 
(b) and 743 (b) and modifications of the allocation rules, also have 
an important effect on section 734. 

(c) Proposed statutory language.—To carry out the advisory group’s 
recommendations with respect to section 734 (b), it is suggested that 
this subsection be amended to read as follows: 


SEC. 734. eo ADJUSTMENT TO BASIS OF UNDISTRIBUTED PARTNER PROP- 


(a) GENERAL RuLE.—* * *, 

(b) Mretxop or ApJustmentT.—In the case of a distribution of property to a 
partner, a partnership, with respect to which the election provided in section 754 
is in effect, shall— 

(1) increase the adjusted basis of partnership property by the excess of 
the adjusted basis to the partnership of the property distributed over the 
reduction, as a result of the distribution, in the distributee partner’s pro- 
portionate share of the adjusted basis of the partnership property, or 

(2) decrease the adjusted basis of partnership property by the excess, if 
any, of the reduction, as a result of the distribution, in the distributee part- 
ner’s proportionate share of the adjusted basis of the partnership property 
over the adjusted basis to the partnership of the property distributed, 

except that the partnership shall not be required to make any adjustment with 
respect to partnership property if the distribution, with respect to which such 
adjustment would otherwise be required to be made, would result in an upward 
or downward aggregate adjustment to partnership property of less than $1,000. 
For purposes of this subsection a partner’s proportionate share of the adjusted 
basis of partnership property shall be determined in accordance with his interest 
in partnership capital, and the adjusted basis of partnership property shall be 
determined by taking into account any agreement described in section 704 (c) 
(2) (relating to effect of partnership agreement on contributed property) but 
without regard to any adjustment (described in section 743 (b)) to partnership 
property with respect to a transferee partner only. 

(ec) ALLOCATION OF Basis.—* * * 


18. Section 735 (a). Character of gain or loss in the case of sales or 
exchanges of distributed property (from first report and new proposal) 

(a) Present law.—Section 735 (a) provides that if a partnership 
distributes unrealized receivables or inventory items to a partner and 
he in turn sells or exchanges these receivables or inventory items, any 
gain realized by the distributee partner is to be ordinary income in the 
case of the inventory items if the distributee partner disposes of the 
items within 5 years of the date of the distribution by the partnership 
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and in the case of unrealized receivables irrespective of how long after 
the distribution the sale occurs. 

(b) Donee of distributee (from first report)—Both in the case of 
unrealized receivables and inventory items, section 735 (a) refers to 
gain or loss ‘“‘by a distributee partner.”’ Reading this literally would 
appear to indicate that a distributee partner could, for example, make 
a gift of the unrealized receivables or inventory items received by him 
and that his donee upon the sale of the receivables or inventory items 
would not be subject to the ordinary income treatment which would 
apply in the case of the distributee partner, were he to make such a 
sale. 

The advisory group believes that the type of income treatment 
accorded the donee in the case described above should be the same as 
that which would be accorded the donor. As a general rule the group 
recommends that the character of a gain or loss on the sale of 
unrealized receivables or substantially appreciated inventory items 
distributed to a partner should be maintained through all subsequent 
transfers of the property where the basis of the transferor partner for 
the property is carried over to the transferee. This rule would be 
consistent with basic rules provided by present law and would prevent 
the avoidance of the provision in section 735 by giving away (or 
otherwise making a tax-free transfer of) the distributed property. 

In order to carry out the advisory group’s recommendation it is 
recommended that section 735 (a) be amended by inserting the follow- 
ing parenthetical provision after the words “‘distributee partner” in 
both paragraph (1) and paragraph (2): 

(or by a person whose basis for any property received from such distributee 
partner is determined in whole or in part by reference to the basis of such 
property in the hands of such distributee partner), 

(ec) Elimination of 5-year limit on holding period (new proposal).— 
In its recommendations in connection with the simplification of sec- 
tion 751 the advisory group is proposing the elimination of section 
751 (b). This subsection presently provides ordinary income tax 
treatment for a distributee partner to the extent that in a distribu- 
tion he relinquishes his share of the partnership’s unrealized receiv- 
ables or substantially appreciated inventory items and receives other 
property in exchange for these assets. Alternatively, section 751 (b) 
also provides ordinary income tax treatment for the remaining part- 
ners to the extent the distributee receives more than his share of the 
unrealized receivables and substantially appreciated inventory items 
in exchange for his share of other property of the partnership. 

Although the advisory group believes it is desirable to eliminate 
751 (b), it does not believe that partnerships or partners should be 
able to convert ordinary income into capital gains. Since the pro- 
posed revision of section 751 would not treat as ordinary income to the 
remaining partners any disproportionate distribution of unrealized re- 
ceivables or substantially appreciated inventory items, the group con- 
cluded that it would not be proper to allow the distributee to avoid 
ordinary income treatment on any subsequent sale of these assets. 
Therefore, it is recommending that section 735 be changed so that any 
gain on such assets upon subsequent sale result in ordinary income to 
the distributee vega of how long he has held these assets. Thus 
(as now is the rule for unrealized receivables) inventory items would 
result in ordinary income upon sale even if held for more than 5 years, 
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With respect to section 751, the advisory group is also eliminating 
all references to “unrealized receivables” and “inventory items”’ and 
substituting a definition of “section 751 assets.” These “section 751 
assets’? may be described as assets which would, upon sale, result in 
ordinary income. (for exception in the case of certain assets held less 
than 6 months, see item 17 discussing sec. 751.) It is proposed that 
section 735 also be c :anged to conform generally with this change pro- 
posed in section 751. In one respect, however, there is a departure 
from the definition of section 751 assets generally used. In the case 
of distributed property, that used in the trade or business (sec. 
1231 (b) assets) to the extent their sale at the time of distribution 
would have resulted in a net loss, are not classified as ‘ordinary in- 
come” assets. As under present law these assets, for purposes of 
section 735 (a), will be treated according to how they are used by the 
distributee. 

(d) Proposed statutory language.—To provide for the recommenda- 
tions contained in both subheadings (b) and (c) above it is proposed 
that section 735 (a) be amended to read as follows: 

(a) SALE orn ExcHANGE or DistrRIBUTED SEcTION 751 AssETs.—Gain or loss 
on the disposition by a distributee partner (or by a person whose basis for any 
property received from such distributee partner is determined in whole or in part 
by reference to the basis of such property in the hands of such distributee partner) 
of section 751 assets (except property described in sec. 751 (c) (2)) shall be 
considered gain or loss from the sale or exchange of property other than a capital 
asset. 

Section 735 (b) would also be amended to delete the words ‘(other 
than for purposes of subsection (a) (2)).” 


4. Section 736. Amounts paid to a retiring partner or a deceased part- 
ner’s successor in interest (new proposal) 

(a) Present law.—In general terms, section 736 of present law pro- 
vides that, when amounts are paid to a retiring partner or successor in 
interest of a deceased partner in liquidation of a partnership interest, 
the amount is subject to the ordinary distribution rules (i. e., it is a 
sec. 736 (b) payment) to the extent it is in exchange for the partner’s 
share of partnership property. However, the amount paid may be 
in excess of the fair market value of this share of the property. This 
excess amount may be in lieu of rights which the retiring partner or 
successor would have had to partnership income in subsequent years 
as a result of his efforts in past years for which he has not yet been 
paid at the time of withdrawal from the partnership. Alternatively, 
this excess amount may be in the nature of “mutual insurance” among 
the partners. In either case this excess amount under present law is 
treated as a distributive share of partnership income or as a guaranteed 

ayment (i. e., as a sec. 736 (a) payment). There are two exceptions, 

owever, to the general rules described above. First, a payment for 
the retiring partner’s or successor’s share of unrealized receivables of 
the partnership is treated as a section 736 (a) payment rather than as a 
distribution. Second, a payment in exchange for the retiring part- 
ner’s or successor’s interest in goodwill of the partnership is not con- 
sidered to be a payment in exchange for his interest in partnership 
property unless the partnership agreement so provides. 

Generally, amounts treated as a distribution result in more favorable 
tax treatment for the retiring partner or successor, since gain or loss 
is recognized to the recipient only to the extent it oat the basis 





REVISED REPORT ON PARTNERS AND PARTNERSHIPS 29 


for his interest in the partnership, and this amount is usually capital 
gain. The remaining partners receive no reduction in their taxable 
income as a result of these amounts. On the other hand, an amount 
treated as a distributive share of partnership income (or guaranteed 
payment) results in more favorable tax treatment for the remaining 
partners, since such amounts reduce their income subject to tax 
(either in the form of an exclusion or deduction). However, the 
retiring partner or successor must treat the amounts received as 
ordinary income. 

(b) General comments——Your advisory group in general approves of 
the tax results obtained under section 736 but believes that certain 
specific rules are needed in the application of this section. Two of 
the special rules proposed relate to the problem of how amounts are 
to be divided between the treatment accorded by section 736 (a) and 
by section 736 (b). One of these rules relates to the liquidation of 
an entire interest within a 12-month period. It reflects the usual 
intent of the parties in such circumstances that the entire amount be 
treated as being in exchange for the interest in partnership property 
(and, therefore, a sec. 736 (b) amount). The other relates to the 
case where the payment made consists of both property and money, 
and provides that the money is first to be considered a section 736 (a) 
payment to the extent this subsection is applicable. Still a third 
special rule is proposed for the case where a partnership begins to 
make section 736 payments to a retiring partner or successor and then 
subsequently is succeeded, for example, by another partnership, or 
another form of organization, which assumes this liability. In such 
cases the successor is allowed to step into the shoes of the partnership 
with respect to these section 736 payments. 

In addition to these special rules, the advisory group has suggested 
three other changes. First, it is proposed that the present statute be 
clarified as to the time the amounts paid to a retiring partner or 
successor under section 736 (a) are to be treated as taxable income to 
the recipient and taken into account by the partnership. Second, 
since under the proposed section 751 there will no longer be any 
definition of “unrealized receivables” it becomes necessary either to 
provide a definition in section 736 for such assets or permit payments 
for them to be classified as payments for property under section 736 
(b). The approach recommended in such situations is in general to 
treat as section 736 (a) payments those made with respect to items 
which would have been treated as ordinary income items at the date 
of the partner’s death had the partnership been on an accrual account- 
ing basis at that time. The third change recommended relates to the 
option in present law as to whether a payment for goodwill is to be 
treated as a section 736 (b) payment or as a 736 (a) payment. It is 
believed that this should not necessarily depend upon a specific pro- 
vision in the partnership agreement so long as there is agreement 
among the partners (present and former) on this point. As noted 
below, a few other minor clarifying changes are also suggested. 

(c) Subsection (a). Amounts treated as ordinary income.—Subsec- 
tion (a) of existing law, with certain modifications, appears as subsec- 
tion (a) (1) in the proposed statutory language. Subsection (a) (2) 
in the proposal is a new provision. Most of the modifications, as well 
as the new material, are related to the advisory group’s proposal to 
specify the time when an amount coming under section 736 (a) is to 
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be taken into account by the recipient and deducted, or treated as a 
distributive share, by the partnership. 

The new paragraph (2) provides that generally section 736 (a) 
amounts are to be taken into account by the recipient and the partner- 
ship on the last day of the taxable year of the partnership in which 
these amounts are paid or become payable. An exception to this 
rule, however, is provided where the amounts are paid or become 
payable on or before April 15 (or the corresponding time in the case 
of a fiscal year) of the year following the close of the taxable year of 
the partnership with respect to which the amount is determined. In 
such cases the amount is to be taken into account as of the end of the 
partnership year with respect to which the amount payable is deter- 
mined. 

The reference to the taxable year of the partnership with respect 
to which the amount ‘‘is determined’”’ means the year of the partner- 
ship in which an amount to be paid becomes fixed or determinable. 
Thus, if a section 736 (a) amount is to be paid to a retiring partner over 
a 10-year period, and the amount is to be 20 percent of the income of 
the partnership in the first of these 10 years, the year with respect to 
which the amount “is determined” is the first year of the 10-year 
period. However, in this case since the amount is paid over a 10-year 
period, most of it is neither includible in the income of the retiring 
partner nor deductible by (nor treated as a distributive share of the 
income of) the partnership until the later years. 

The advisory group believes that it is reasonable to provide for the 
amounts to be taken into account generally when they are paid (or 
become payable in the case of an accrual method taxpayer) unless this 
occurs shortly after the year in respect of which the payments are 
determined. In such a case it would appear likely that the partners 
intended the amounts to be considered as a distributive share with 
respect to such year and, therefore, it is provided that the income in 
such cases is to be reportable as of the end of the year in respect of 
which it is determined. 

It appeared to your advisory group that where an amount is not 
taken into account until several years after it is determined it could 
hardly be classified as a “distributive share” of the income of the 
earlier year, taking into account all of the special characteristics of 
the income of that: year. Such treatment, for example, would present 
partnerships with the practical administrative problem of having 
initially to make one distribution of partnership income with respect 
to a year, and then subsequently, when the section 736 (a) amounts 
are paid, having to make a redistribution of that year’s income on a 
different basis. To avoid this problem paragraph (1) provides that 
the amounts to be treated as distributive shares under section 736 
(a) not only must be determined with regard to the income of the 
partnership (as is true under present law) but also must be paid or 
payable on or before the 15th day of the 4th month following the 
close of the.partnership year with respect to which the amount is 
determined. Otherwise, whether or not the amount is determined 
with regard to the income of the partnership, it is to be treated as if it 
were a guaranteed payment. As a result, if an amount is not payable 
shortly after the end of the year with respect to which it is determined, 
it is automatically classified as a deduction for the partnership rather 
than as a distributive share of income, and the payment, when 
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eventually taken into account by the recipient, will represent ordinary 
income and have none of the special characteristics of the partnership 
income from which the amount arose. 

One minor clarificatfon has also been made in subsection (a). 
The words ‘‘amounts payable’ have been substituted for the word 
“payments.” This seemed appropriate since the treatment provided 
in this subsection is available whether or not amounts actually have 
been paid, if under recognized standards of accrual method accounting 
they have become ‘“‘payable.”” This same change is also made else- 
where in section 736. 

(d) Subsection (6). Amounts paid for partnership property —Two 
important changes have been made in the present subsection (b) by 
the proposed statutory language. Both of these changes are made 
in paragraph (2) of this subsection. 

The first relates to the fact that paragraph (2) (A) provides that 

“unrealized receivables” are to be considered as coming under sub- 
section (a) rather than subsection (b). This has been deleted and an 
exception for accrual items substituted. The proposed subparagraph 

(A) provides that amounts not previously included in income, which 
would have been reported as ordinary income by the date of the death 
or retirement of a partner under an accrual method of accounting, are 
to be treated as coming under section 736 (a). By ‘‘accrual’’? method 
of accounting is meant the concept of accrual accounting generally 
recognized as a standard method of accounting. This is not intended 
to require the following of a broad accrual concept, such as that 
required by the court in Helvering v. Estate of Enright, 312 U.S. 636 
(1941). An exception to this proposed rule is to be made in the case 
of items of income or gain of a type eligible for a long-term contract 
method of accounting. In such cases the amount considered as 
accruable at the date of death or retirement of the partner is to be 
determined under regulations. 

The second significant change made in subsection (b) relates to the 
option concerning goodwill and provides that the agreement concern- 
ing this election need not be in the partnership agreement. Present 
law provides that amounts exchanged for an interest in the partner- 
ship property (and, therefore, treated as subsection (b) payments) 
are not to include amounts paid for goodwill of the partnership except 
to the extent that the “partnership agreement” so provides. If there 
is an agreement among the remaining partners and the retiring partner 
(or successor in interest of the deceased partner) to treat payments for 
goodwill as subsection (b) payments, your advisory group sees no 
reason why it is necessary that this be a part of the partnership agree- 
ment. It, therefore, has changed a reference to ‘the partnership 
agreement” in subsection (b) (2) (B) so that it refers to an agreement 
among the partners. In turn, in the new subsection (c) (4), 1t is indi- 
cated that a reference to ‘‘partners agree” includes a retiring partner 
and successor in interest of a deceased partner. 

As in subsection (a) references to “payments” are changed to 
‘‘amounts payable” or merely to ‘‘amounts”’ in order to avoid confusion 
as to the treatment to be accorded such amounts by taxpayers using 
the accrual method of accounting. Changes in the order of various 
phrases have also been made to improve readability. 

(e) Subsection (c) (1). Payments within a 12-month period.—Prob- 
lems have arisen under present law where partnership agreements 








32 REVISED REPORT ON PARTNERS AND PARTNERSHIPS 


have provided for a single payment (or perhaps 2 or 3 payments within 
a short period) in liquidation of the interest of a retiring or deceased 
partner with the expectation that the ordinary distribution rules would 
apply. However, if upon audit the payments made in liquidation 
of the interest are held to be in excess of the fair market value of the 
interest in partnership property being liquidated, it can be contended 
that part of this payment is properly classified as a section 736 (a) pay- 
ment. This is true even though this was not the intention of the part- 
ners and will result in substantially different tax treatment for the 
remaining partners and retiring partner (or successor in interest of 
the deceased partner) than was “originally contemplated. 

Your advisory group believes that when the agreement provides for 
a single payment, or several payments within a short period, the 
parties ordinarily do not intend the payments to include a share of 
partuership income, to be received as mutual insurance or otherwise. 
Therefore, it is proposing that a rule be added to section 736 providing 
that where all the amounts in liquidation of the interest of a retiring 
or deceased partner are payable within a 12-month period, this entire 
amount is to be treated as a distribution by the partnership. How- 
ever, if the amount received is greater than the value of the former 
partner’s share of the partnership property, this excess may be treated 
as an amount coming under subsection (a) if the partners (including, 
as indicated in paragraph (4), the retiring partner or successor) so 
agree. 

(f) Subsection (c) (2). Amounts paid in money and other property.— 
Problems have arisen under present law as to the application of 
section 736 where the liquidating payments are made partially in 
money and partially in other property. The problem which arises is 
whether the money is to be considered as coming under section 736 
(a) and the other property as coming under section 736 (b) , or vice 
versa, or whether the money and other property are to be allocated 
pro rata to subsections (a) and (b). The advisory group is recom- 
mending an allocation rule which provides that any money received 
by the recipient is first to be considered a subsection (a) amount, and 
only any excess of the money over the amount considered as coming 
under subsection (a) is to be classified as coming under subsection (b). 
Not only does this rule provide simplicity, but it also avoids the 
possible creation of artificial gain or loss which might result if property 
having a value different from its basis is considered as a subsection (a) 
amount. Such gain or loss would be artificial to the extent that 
money is simultaneously being paid or accrued as a subsection (b) 
amount. 

(g) Subsection (c) (3). Successor to a partnership.—Under present 
law, questions have been raised as to payments which are made by 
an organization which, if it were the original partnership, would have 
been classified as section 736 (a) payments. The regulations have 
dealt with one variation of this problem by providing that in the case 
of a two-man partnership where one partner retires or dies, the partner- 
ship is considered as continuing as long as section 736 payments are 
being made. (This paragraph is in no way intended to impair this rule 
in the regulations on two-man partnerships since that rule has other 
effects in addition to that mentioned here.) However, there are also 
other variations of this problem which are not dealt with by the regu- 
lations. For reasons wholly apart from the withdrawal of the retiring 
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or deceased partner, the partnership may be terminated after it has 
begun making section 736 (a) payments. In such a case, its business 
may be carried on by another partnership, a proprietorship, corpora- 
tion, or, possibly, a trust or estate. Present law does not indicate the 
treatment to be available in such cases. Your advisory group sees 
no reason why such a successor, if it has assumed a binding obligation 
to make what were formerly classified as the section 736 (a) pay- 
ments, should not have the same treatment as would have been 
accorded the former partnership. Nor does it see why the character 
of the payments should change as far as the rec ipient of them is 
concerned merely because of a “change in the payor. This section is 
not intended to authorize the deduction of section 736 (a) payments 
which have been assumed voluntarily, as for example, upon the 
termination of the business of a partnership followed by an assumption 
of a pre-existing section 736 lability to a former partner by such 
former partner’s son who is simply a volunteer having no connection 
whatever with the partnership business or assets either before or after 
the termination. 

Paragraph (3) of subsection (c) in the proposed statutory language 
provides the treatment proposed above. A limitation is provided, 
however, to make sure that no double benefit will accrue to the 
successor. Thus, for example, if the successor purchased the assets of 
the former partnership and agreed to continue the section 736 pay- 
ments of the partnership, the basis of the successor’s assets would 
reflect an amount equal to the present value of the liability it had 
assumed with respect to the section 736 payments. In such a case, a 
benefit would be received at the time of the sale of the asset, or if it 
were depreciable property, ratably over the life of the asset. A 
limitation in paragraph (3) makes the section 736 (a) treatment avail- 
able only to the extent that the successor is not able to reflect these 
amounts in the basis of its assets, or otherwise obtain a reduction in 
taxable income as a result of these payments. 

(h) Subsection (c) (4). “Partners agree.”—Paragraph (4) of sub- 
section (c) provides that the term ‘‘partners agree”’ is to include the 
retiring partner and successor in interest of a deceased partner. The 
reasons for this change are explained under subheading (d), above. 

(1) Proposed statutory language.—The revision of section 736 pro- 
posed by the advisory group is as follows: 


SEC. 736. AMOUNTS PAID TO A RETIRING PARTNER OR A DECEASED PARTNER’S SUC- 
CESSOR IN INTEREST. 


(a} AMountTs CoNnsIDERED AS DisTRIBUTIVE SHARES OR GUARANTEED Pay- 
MENTS. 

(1) AMOUNTS TO WHICH SUBSECTION IS APPLICABLE.—Amounts payable 
in liquidation of the interest of a retiring partner or a deceased partner shall, 
except as provided in subsection (b), be considered— 

(A) as a distributive share of partnership income to the recipient if 
e amount thereof— 
(i) is determined with regard to the income of the partnership, 
and 
(ii) is paid, or payable, on or before the 15th day of the 4th month 
following the close of the partnership taxable year with respect to 
which such amount is determined, 


tl 


or, 
(B) as if they were a guaranteed payment described in section 707 (ce), 
if subparagraph (A) is not applicable. 
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(2) Time AMOUNTS PAYABLE ARE TAKEN INTO ACCOUNT.—Amounts to which 
this subsection is applicable shall be considered as distributive shares, or shall 
be deducted, by the partnership and shall be included in the gross income 
of the recipient as of the last day of the taxable year of the partnership in 
which such amount is paid, or payable, except that if such amount is paid, 
or payable, on or before the 15th day of the fourth month following the close 
of the taxable year of the partnership with respect to which it is determined, 
it shall be taken into account as of the last day of such taxable year of the 
partnership. 


(b) Amounts CONSIDERED AS DISTRIBUTIONS.— 


(¢) 


(1) GSNERAL RULE.—Amounts payable in liquidation of the interest of 
a retiring partner or a deceased partner shall be considered as payable in a 
distribution by the partnership, and not as a distributive share or guaran- 
teed payment under subsection (a), to the extent that, under regulations 
prescribed by the Secretary or his delegate, such amounts (other than amounts 
described in paragraph (2)) are attributable to the interest of such partner in 
partnership property. 

(2) AMOUNTS NOT CONSIDERED AS COMING UNDER SUBSECTION.—For pur- 
poses of this subsection, amounts attributable to an interest in partnership 
property shall not include amounts payable with respect to— 

(A) income or gain accruable at the date of death or retirement of a 
partner not previously includible in gross income under the method of 
accounting used by the partnership, to the extent such income or gain 
would be treated as other than an amount received from the sale or 
exchange of capital assets (except that where an item of income or gain 
is of a type which would be eligible for a long-term contract method of 
accounting, the amount accruable at the date of death or retirement of 
a partner shall be determined under regulations prescribed by the Secre- 
tary or his delegate), or 

(B) good will of the partnership, except to the extent that the partners 
agree that an amount is to be paid with respect to good will. 

) RuLEs FoR APPLICATION OF SECTION.— 

1) SUBSECTION (b) APPLICABLE IF ALL AMOUNTS ARE PAYABLE IN 12-MONTH 
PERIOD.—If all amounts payable in liquidation of an interest in a partner- 
ship are payable within a 12-month period, such amounts shall be considered 
as a distribution by the partnership, and not as a distributive share or 
guaranteed payment under subsection (a), except to the extent that such 
amounts are in excess of the amount attributable to the interest of the 
partner in partnership property and the partners agree that such excess 
shall be deemed an amount to which subsection (a) is applicable. 

(2) AMOUNTS PAID IN MONEY AND OTHER PROPERTY.—Where amounts 
paid in liquidation of a partner’s interest are amounts to which both sub- 
section (a) and subsection (b) are applicable and are amounts paid both in 
money and in other property, unless the partners agree otherwise such 
money shall first be deemed to be in payment for the amount to which sub- 
section (a) is applicable, and only to the extent such money is in excess of 
such amount shall it be deemed to be part of the amount to which subsection 
(b) is applicable. 

(3) SuccESSOR TO A PARTNERSHIP REQUIRED TO MAKE SECTION 736 (a) 
PAYMENTS.—If upon termination of a partnership any person assumes a 
binding obligation of such partnership to pay amounts in liquidation of the 
interest of a retiring partner or deceased partner to which subsection (a) was 
applicable— 

(A) such person shall be entitled to deduct as a trade or business 
expense under section 162 (a) such amounts which are paid or accrued, 
but only to the extent that such amounts have not increased the adjusted 
basis of assets of such person or such person is not otherwise entitled to 
reduce taxable income as a result of such payments, and 

(B) the retiring partner, or successor in interest of the deceased 
partner, shall include in gross income under section 61 (a) any such 
amounts received from such person, 

(4) MEANING OF THE WORDS ‘“‘PARTNERS AGREE.’’— Wherever in this sec- 
tion reference is made to the words “partners agree,’”’ the word “partners”’ 
shall be deemed to include the retiring partner or the successor in interest of 
a deceased partner. 
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15. Section 741. Recognition and character of gain or loss on sale (con- 
forming change) 

Section 741 provides that on the sale or exchange of a partnership 
interest, gain or loss is to be recognized to the transferor partner and 
that this gain or loss is to be capital gain or loss except to the extent 
provided otherwise in section 751. 

No substantive change is proposed in this section. However, 
section 751 is described as “relating to unrealized receivables and in- 
ventory items which have substantially appreciated in value.’ These 
two terms have been eliminated in section 751 and that section in 
general now relates to assets which have substantially appreciated in 
value and which would result in ordinary income if sold by an individ- 
ual. As a result it is proposed that the “relating” clause for section 
751 in section 741 be amended to read as follows: 


(relating to sales or exchanges of interests in partnerships resulting in ordinary 
income). 


16. Section 743 (b). Optional basis adjustment for transferee on sale of 
a partnership interest (new proposal) 

(a) Present law.—Section 743 (a) provides that as a general rule 
the basis of partnership assets is not to be changed as the result of 
the transfer of a partnership interest on a sale or exchange or on the 
death of a partner. However, section 743 (b) provides that in these 
cases the partnership may elect (under sec. 754) to make an adjust- 
ment to the basis of partnership properties for purposes of the trans- 
feree partner. If a partnership elects to make this adjustment to the 
basis of partnership property, this election is binding with respect 
to all future transfers unless permission for revocation is received 
from the Secretary or his delegate. (According to the regulations 
this, in general, is permitted where there is a significant change in the 
partnership but not where the primary purpose of the revocation is 
to avoid the stepping down of the basis of assets.) In addition, if 
these adjustments are to be made with respect to transfers of partner- 
ship interests, adjustments must also be made to the basis of part- 
nership assets (as provided in sec. 734 (b)) where distributions occur 
and the distributee partners are given bases for property which differ 
from the bases the property had in the hands of the partnership. 

Section 755 of present law contains the rules which must be followed 
by a partnership in allocating among the various partnership prop- 
erties these basis adjustments arising ‘from either a transfer or a dis- 
tribution. The general rule is that the allocation is to be made among 
the various partnership properties in a manner which reduces the 
difference between the fair market value and adjusted basis of partner- 
ship properties. Partnerships are also permitted to allocate the basis 
adjustments in any other manner permitted by regulations. A special 
rule provides, however, that basis adjustments attributable to capital 
assets and depreciable property can only be made to partnership 
properties which are either capital assets or depreciable properties, 
while adjustments attributable to other properties can be made only 
to partnership properties which are noncapital assets and nonde- 
preciable properties. Another special rule prohibits adjustments which 
would decrease the basis of property below zero and provides that 
where adjustments cannot be made currently they are to be post- 
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poned until the type of property in the proper category is available 
at the partnership level. 

(b) General comments.—Your advisory group, in the interests of 
simplifying partnership operations, is proposing three changes in these 
provisions relating to transferee adjustments: (1) permission for 
partnerships to ignore adjustments of less than $1,000; (2) separation 
of the elections as to adjustments for transferees and with respect to 
distributions; (3) and for allocations of the adjustments among 
partnership properties in the case of transfers, removal of the separate 
categories for capital assets and depreciable property on one hand 
and all other property on the other hand. 

(c) Section 748 (b). De minimis adjus interest of 
simplification your advisory group is rec paienidiug that a “de 
minimis” rule be added to the optional adjustment for transfers. The 
amendment to this effect in the proposed statutory language for sec- 
tion 743 (b), appearing below, provides that even though a partner- 
ship has elected to make the adjustment to partnership basis for 
transferees it need not make this adjustment where the total adjust- 
ment with respect to a transfer is less than $1,000, whether this is an 
increase of less than $1,000 or a decrease of less than $1,000. Ignoring 
these small adjustments will make it possible to hold the adjustments 
actually made, and the work entailed for the partnerships, to those 
limited cases where the adjustments are significant factors for the 
transferee partners. 

(d) Section 754. Separation of adjustments for transfers and dis- 
tributions.—Your advisory group, while recognizing the purposes 
served both by the optional adjustments whic h may be made with 
respect to transfers and by those which may be made with respect to 
distributions, nevertheless does not see why, if a partnership desires 
to make adjustments with respect to transfers, it should also be 
required to make adjustments with respect to distributions, or vice 
versa. It believes, for example, that frequently a partners ship may 
want to give transferee partners the advantage of a new basis because 
this new basis is of importance to them, yet be reluctant to make what 
may be frequent minor adjustments to the basis of property in the 
case of all distributions. On the other hand, the adjustments result- 
ing from distributions may be the main concern of the partnership. 
Therefore, your advisory group is recommending that these two types 
of election be separated. The proposed revision is shown in statutory 
language at the end of a subsequent discussion on section 754, relating 
to the manner of ele cting optional adjustments to basis of partnership 
property. Another change incorporated in the proposed statutory 
language for section 754 Telates to the time for filing a section 754 
election. This proposal is discussed in the commentary on sec- 
tion 754. 

(e) Section 755. Allocation of basis among partnership properties.— 
The requirement in section 755 of present law that adjustments to 
the basis of partnership property must be made separately for capital 
assets and depreciable property is believed to be directed primarily 
toward the adjustment to the basis of partnership property after a 
distribution has been made. For example, a partnership having only 
capital assets and inventory, might distribute the capital assets ‘which 
in the hands of the distributee partner would take a lower basis than 
they had in the hands of the partnership. If it were not for the rule 
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in section 755 (b) requiring separate allocations of basis for capital 
assets and depreciable property on one hand, and all other property 
on the other (or as is proposed, a requirement that no basis adjustments 
be made to section 751 assets) it would be possible, via the distribution 
route, for the partnership to increase the basis of inventory as the 
result of adjustments attributable to capital assets. Thus, it could 
shift income from ordinary income to the capital gain category. 

This type of problem does not exist, however, in the case of special 
bases for partnership assets for transferees. In such cases, because 
there are no assets being distributed by the partnership, the assets 
which gave rise to the additional basis on the transfer of the partner- 
ship interest still remain in the partnership after the transfer. More- 
over, in this case the general rule above, which requires the allocation 
of basis according to the difference between the basis of partnership 
assets and their fair market value, gives assurance that the additional 
basis will be assigned to the assets which account for the additional 
fair market value at the time of the transfer, whether the assets are 
capital assets or inventory items. As a result, your advisory group 
in the interest of simplific ation in the operation of partnerships is 
recommending the deletion of the two-category allocation rules in 
section 755 (b) with respect to special adjustments to partnership 
assets for transferee partners. As is indicated in a subsequent dis- 
cussion, it is also proposed that the two-category classification be 
modified in the case of distributions, but in that case no adjustments 
are to be made to the basis of section 751 assets. 

The statutory language proposed for section 755 (b), presented at 
the end of the commentary on section 755, makes the ‘‘two-category’ 
allocation of present law inapplicable to adjustments to partnership 
property arising from transfers. Other changes made in these allo- 
cation rules are discussed in the commentary on sec tion 755. 

(f) Statutory language proposed for section 743 (b).—The proposed 
changes in the statutory language for section 743 are as follows: 

SEC. 743. OPTIONAL ADJUSTMENT TO BASIS OF PARTNERSHIP PROPERTY. 

(a) GENERAL RuLE.—* * *, 

(b) ApsusTMENT TO Basis or PARTNERSHIP Property.—In the case of a trans- 
fer of an interest in a partnership by sale or exchange or upon the death ofa 
partner, a partnership with respect to which the election provided in section 
754 (2) is in effect shall— 


(1) * * *, or 
(2) *x * *, 


except that the partnership shall not be required to make any adjustment with 

respect to partnership property if the transfer, with respect to which such adjust- 

ment would otherwise be required to be made, would result in an upward or down- 

ward aggregate adjustment to partnership property of less than $1,000. * * * 

17. Section 751. Sales or exchanges of partnership interests resulting 
in ordinary income (a substitute for proposal in first report) 

(a) Present law.—Section 751 of present law relates both to certain 
sales and exchanges of partnership interests and also to distribu- 
tions by a partnership where either the distributee, or the remain- 
ing partners, in effect are exchanging their interests in certain types of 
partnership property. The types of property with which this provi- 
sion is concerned are “unrealized receivables” and “inventory items 
which have substantially appreciated in value.” The existing statute 
presents detailed definitions of unrealized receivables and inventory 
items. In addition, two tests are applied in determining when there 
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is substantial appreciation in the inventory items. For the gain 
attributable to the inventory items to be treated as ordinary income 
their fair market value must exceed 120 percent of their adjusted basis 
and also the fair market value of these assets must represent more 
than 10 percent of the fair market value of all partnership property 
other than money. 

(b) General comments.—Your advisory group accepts the basic ob- 
jective of the present section 751; namely, that it should not be possible 
to convert any substantial amount of what would otherwise be ordi- 
nary income into capital gains by selling partnership interests or by 
distributing partnership property. Nevertheless, it believes that a 
substantial simplification of this section is essential. The group 
believes that the present version of this provision is too complex to 
expect the average partner to know how to apply it and that it must 
be simplified even though in so doing some of the theoretically correct 
results of the present provision may be lost. 

The most serious complications in applying this provision arise in 
the case of distributions. In such cases not only must there be 
determination as to whether the assets involved are, or are not, sec- 
tion 751 assets but also there must be a determination of whether the 
distributee is receiving more or less than his pro rata share of these 

751 assets. Where these conditions are met it is also necessary to 
dubaidiine the assets which were exchanged for the 751 assets. Thus, 
it is necessary to compute not only the amount of ordinary income 
with respect to the 751 assets, but also any capital gain realized with 
respect to the assets exchanged for these section 751 assets. Because 
of these complexities your advisory group is recommending that sec- 
tion 751 be made inapplicable in the case of distributions. At the 

same time however, it is proposing changes elsewhere in the partner- 

ship provisions to prevent the use of distributions as a means of con- 
verting ordinary income into capital gains. This is accomplished by 
providing that where section 751 assets are distributed by a partner- 
ship they are always to retain the same character in the hands of the 
partner as they would have had in the hands of the partnership. As 
further assurance against the conversion of ordinary income into 
capital gains it is proposed that where a partnership makes a distri- 
bution, even though having elected to make adjustments to the 
basis of partnership property, it is not to be permitted to make any 
adjustments to the basis of section 751 assets of the partnership. 

Making section 751 inapplicable in the case of distributions, how- 
ever, is only one of a series of simplifying changes recommended by 
your advisory group in this section. Other proposals of the group 
will lead to greater simplification through narrowing the application 
of section 751, and still others are designed to ease the application of 
the provision. 

One of the proposals narrowing the application of section 751 would 
limit its use to those cases where the gains attributable to section 751 
assets exceed $1,000. The application of the provision also would be 
narrowed by clearly applying the section only where there is an overall 
gain on the sale or exchange of a partnership interest, that is, taking 
into account not only the portion of the proceeds from the sale or ex- 
change attributable to section 751 assets, but also the portion attribut- 
able to all other assets. Still another recommendation generally 
restricting the application of this section is the proposal to apply a 
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substantial appreciation test—now applied only in the case of inven- 
tory items—to all section 751 assets. 

For those transactions which will still come under section 751, two 
substantially simplifying steps are proposed. One substitutes a 
single measure for the dual test of present law in determining whether 
or not there has been “substantial appreciation,” yet does this in such 
a& manner as to preserve the essential features of the present statute 
in this respect. Present law determines the existence of any sub- 
stantial appreciation by examining whether there has been apprecia- 
tion in the value of the inventory involved of more than 20 percent 
and, if this is true, whether the value of the inventory represents more 
than 10 percent of the total value of partnership assets other than 
money. This dual test under your advisory group’s suggestion would 
be re pls iced by a single formula which takes both of these factors into 
account. Under the proposal, section 751 would be applied with 
respect to an interest being sold or exchanged only under the following 
conditions. It would apply only if the potential gain with respect to 
the assets being sold represents more than 15 percent of the selling 
price of the interest (reduced for any partnership liabilities relinquished 
as a result of the sale). The second simplification is the deletion of the 
definitions of ‘unrealized receivables” and “inventory items.” In- 
stead, the test wouid be one of reference to the existing capital gains 
definitions with which taxpayers are more familiar. Thus, in general, 
if the sale or exchange of an item would not result in capital gains it 
falls into the category of a 751 asset. 

In addition to the changes described above, several other changes 
are also proposed in section 751 by the advisory group. First, the 
convenient term “section 751 assets” previously adopted by the regu- 
lations is adopted in the statute. Second, it is made clear that the 
gain to be attributed to section 751 assets is measured by the gain 
which would be realized if the assets had been sold by the partnership 
in the case of the sale or exchange of an interest. Third, an unin- 
tended benefit in the present provision is removed whereby real-estate 
developers, through the use of mortgaged property, may avoid ordi- 
nary income on substantially appreciated section 751 assets. This is 
accomplished by reducing the amount realized, for purposes of the 
15-percent substantia] appreciation test, by a pro rata share of the 
partnership liabilities. Fourth, a special partnership basis 1s provided 
for a prior transferee who sells or exchanges his interest where there is 
no election to step up (or down) the partnership basis with respect to 
section 751 assets and the sale takes place within 2 years of the first 
transfer. This accords transferees who sell their interests the same 
treatment already available to them where they dispose of their 
interests in liquidating distributions. There follows below a discus- 
sion of the proposed changes as they appear in the recommended 
statutory provision to be found at the end of this commentary. 

(c) Section 751 (a). General sale or exchange rules—Section 751 (a) 
under both present law, and as proposed in the language set forth 
below, presents the basic or general rule for sales or exchanges of 
partnership interests. Two of the changes proposed by the ad- 
visory group are reflected in this subsection. The introductory phrase 
“To the extent that any gain is realized on a sale or exchange of an 
interest in a partnership,’ for example, is designed to limit the applica- 
tion of section 751 to those cases where there is an overall gain on the 
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sale of an interest, taking into account all assets, both section 751 
assets and all other assets. Present law is ambiguous on this point. 
This subsectio 1 also makes it clear that the amount of the section 751 
gain, is to be determined by the partner’s share of any gain the 
partnership would have realized had it sold section 751 assets directly. 

(d) Subsection (6) of present law—Distributions.—Subsection (b) of 
the existing statute provides for the application of the ordinary income 
treatment in section 751 (a) in the case of non-pro rata distributions by 
a partnership, or in other words where in effect there has been a sale 
or exchange of an interest in section 751 assets, either by the dis- 
tributee partner or by the remaining partners. As has been indicated, 
this provision is deleted entirely by your advisory group’s proposal. 
It is recognized that the deletion of this provision makes it possible to 
shift ordinary income between partners. However, to some extent 
this already is possible under existing law as the result of the general 
treatment accorded contributed property under section 704 (c) (1) and 
as a result of the rules set forth with respect to a retiring or deceased 
partner in section 736. The deletion of this subsection is believed to 
be essential as a substantial simplification, despite this effect. How- 
ever, modifications proposed in connection with this revision in the 
case of section 735 (a) and section 755 are designed to prevent the 
partners from converting into capital gains this ordinary income 
which has been shifted. In the case of section 735 (a) it is provided 
that section 751 assets will always retain their character in the hands 
of a distributee partner, while the present rule preserves the character 
of inventory items for a period of only 5 years after the date of distribu- 
tion. Section 755 is revised to prevent the adding of any basis to 
section 751 assets in the partnership where a distributee partner has 
relinquished an interest in section 751 assets. 

Despite the deletion of subsection (b) of present section 751, it is 
intended that the parties, by agreement, still would be permitted to ac- 
complish the results obtained by this subsection (b) of existing law. 
In other words, if the partners agree, a disproportionate distribution of 
cash by a partnership may be treated as first constituting a distribution 
of 751 assets, and then a sale of such assets to the partnership by the 
distributee for cash, with the result that ordinary income will be 
realized by the distributee partners and a step-up in basis will occur 
with respect to the 751 assets ‘‘purchased” by the partnership. For 
this result to obtain, however, the records of the partners and partner- 
ship must indicate that the partnership in form made an initial dis- 
tribution of 751 assets and then that the distributee made a subse- 
quent resale of these assets to the partnership. 

(e) Proposed subsection (b). Limitations —Subsection (b) of the 
proposed section represents a revision of subsection (d) (1) of present 
law, which defines substantial appreciation, together with one new 
feature added by the advisory group. The new feature provides that 
section 751 is not to apply unless the gain attributable to the section 
751 assets exceeds $1,000. In revising the existing subsection (d) (1) 
the new subsection substitutes a single ratio for the dual ratio of 
present law in determining when ‘egbetantial appreciation” has oc- 
cured. Moreover, the new test is applicable to all section 751 assets, 
not merely to inventory items. The recommendation for this single 
test is made primarily to permit the elimination of the difficult dis- 
tinction between inventory items and unrealized receivables. The 





REVISED REPORT ON PARTNERS AND PARTNERSHIPS 41 


new test makes section 751 inapplicable, unless in the sale or exchange 
the gain attributable to the section 751 assets exceeds 15 percent of 
the amount realized in the sale or exchange of the interest. In 
determining the amount realized on the sale or exchange of the in- 
terest, however, a reduction is to be made for the portion of the lia- 
bilities of the partnership allocable to the partnership interest being 
sold or exchanged. This latter reduction is necessary to prevent 
partners from avoiding the 15-percent test by artificially increasing 
the total amount of partnership assets (and hence the proceeds 
received upon sale) through the use of borrowed funds. 

(f) Subsection (c). Definition of section 751 assets —Subsection (c) 
of the proposed section defines ‘section 751 assets.’’ This is a substi- 
tute for subsection (c) and subsection (d) (2) of existing law, which 
define unrealized receivables and inventory items. Present law 
provides a detailed definition of both unrealized receivables and 
inventory items and these definitions have included some types of 
items which appear questionable and may have excluded others 
which appear equally questionable. These definitions are dropped 
in the proposal. The test provided in the new subsection (c) is 
basically a simple concept; viz, the character of the income in general 
is to be determined in accordance with the character it would have 
if the transferor partner were selling the property directly rather 
than selling or exchanging an interest in partnership property. The 
use of this concept not only makes it unnecessary to develop a special 
set of rules for determining what constitutes a section 751 asset, but 
also makes applicable the capital gains rules with which taxpayers 
have already generally become familiar. 

The new subsection (c) includes in the term “‘section 751 assets”’ all 
property of the partnership which if sold or exchanged at a gain would 
be property which would result in ordinary income (paragraph (1) 
of the subsection). In addition, in order to give the taxpayer the 
offsetting benefit of ordinary loss which would be realized on a sale 
by the partnership of property used in its trade or business, the term 
section 751 assets includes property described in section 1231 (b) to 
the extent that a sale of all such property at fair market value would 
result in a net loss (paragraph (2) of the subsection). 

Paragraph (3) of the proposed subsection provides rules which are 
to be followed in determining when there is ordinary income or when 
a section 1231 net loss occurs. For purposes of simplification the 
different treatment under other provisions of law accorded certain 
assets if held for less than 6 months is ignored. That is, for purposes 
of this provision, all property is treated as if it were held for 6 months 
or more (whether or not actually held for such a period). This 
avoids the complexities inherent in attempting to provide separate 
treatment for short-term capital gains and long-term capital gains. 

Paragraph (3) also provides a rule for determining the character 
of the income which has the same effect as that provided in section 
702. This rule provides that for purposes of subsection (c) the char- 
acter of any property is to be determined as if it had been sold directly 
by the person or persons relinquishing the interest in the partnership. 
In making this determination the business activity of the partnership 
is, of course, attributed to the partner. In addition, it is assumed 
that the sale or exchange which is deemed to occur takes place at the 
time of the sale or exchange of the interest and as if all partnership 
property involved had been sold or exchanged in a single transaction, 
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(g) Subsection (d). Special basis for prior transferee partner.—The 
proposed new subsection (d) would afford an election to a partner sell- 
ing his interest if he had previously acquired his interest by transfer. 
It would permit him to compute his gain with respect to the section 751 
assets by attributing the appropriate portion of his acquisition costs 
for his interest to these section 751 assets. This is a rule which under 
section 732 (d) already is available where an interest previously 
acquired by a transferee is disposed of in a liquidating distribution. 
In both cases this treatment is to be afforded only if the sale (or 
distribution in the case of sec. 732 (d)) occurs within 2 years of the 
prior transfer. This 2-year limit is a rule of convenience since it be- 
comes increasingly difficult to trace basis through a number of sales 
of section 751 assets where a long period of time elapses. Moreover, 
this treatment is to be available only where the partnership has not 
elected under section 754 (2) to adjust the transferee’s basis of partner- 
ship assets in the manner described in section 743 (b). Where such 
an election has been made, it is unnecessary to provide this adjust- 
ment since the additional basis resulting from the election obtains the 
appropriate reduction of gain in the section 751 assets. 

(h) Proposed statutory language.—The proposed statutory language 
for section 751 is as follows: 
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SEC. 751. SALES OR EXCHANGES OF INTERESTS IN PARTNERSHIPS RESULTING IN 
ORDINARY INCOME. 

(a) GENERAL RuLeE.—To the extent that any gain is realized on a sale or ex- 
change of an interest in a partnership, the amount of such gain attributable to 
section 751 assets of the partnership shall be considered as gain from the sale or 
exchange of property other than a capital asset. The amount of gain attributable 
to section 751 assets of the partnership shall be the amount of the transferor 
partner’s distributive share of any gain which would have been realized by the 
partnership if it had sold such assets on the date of the sale or exchange of the 
interest. 

(b) Limiratrion.—This section shall not apply unless the amount of the gain 
attributable to section 751 assets exceeds $1,000 and also exceeds 15 percent of 
the amount realized, reduced by an allocable share of the liabilities of the partner- 
ship, in exchange for the entire interest transferred. 

(c) DEFINITION oF SecTION 751 AssETs.— 

(1) GENERAL RULE.—For purposes of this subchapter the term “section 
751 assets” means property of the partnership described in paragraph (2) 
and all other property of the partnership except property which, if it had 
been sold or exchanged at a gain, would be property gain from the sale or 
exchange of which under other provisions of this title would be considered as 
gain from capital assets held for more than 6 months. 

(2) Section 1231 (b) PROPERTY GIVING RISE TO NET LossEsS—The term 
“section 751 assets’? includes all property of the partnership of the type 
described in section 1231 (b) to the extent the sale, at fair market value, of all 
such property by the partnership would result in a net loss. 

(3) RULES FOR THE APPLICATION OF PARAGRAPHS (1) AND (2).— 

(A) CHARACTER oF PROPERTY.—The character of any property for pur- 
poses of paragraphs (1) and (2) shall be determined at the time of the 
sale or exchange of the interest (or distribution where applicable under 
other sections of this subchapter) as if the property were sold or ex- 
changed directly by the person (or persons) relinquishing an interest 
in the property (giving due regard to the business, financial operation, 
or venture in which the partnership is engaged) and as if all property 
had been sold or exchanged in a single transaction. 

(B) PRoPERTY HELD FOR NOT MORE THAN 6 MONTHS.—For purposes 
of the application of paragraphs (1) and (2) all property of the partner- 
ship shall be deemed to have been held for more than 6 months (or for 12 
months or more in the case of livestock described in section 1231 (b) (3)) 
whether or not so held. 

(d) Spectra, ParRTNERSHIP Basis FOR PRiokR TRANSFEREE.—For purposes of 
determining the partnership basis allocable to section 751 assets under subsection 
(a), a partner— 

(1) who acquired all or a part of his interest in partnership property by 
transfer with respect to which the election under section 754 (2) is not in 
effect, and 

(2) who, within two years after such prior transfer, sells or exchanges an 
interest in the partnership to which subsection (a) is applicable, 

may elect, under regulations prescribed by the Secretary or his delegate, to treat 
as the adjusted basis of the section 751 assets the adjusted basis the assets would 
have if the adjustment provided by section 743 (b) were in effect with respect to 


such assets. 
18. Section 752. Limitation on partner’s distributive share of losses 
(from Sirst report) 

Section 704 (d) provides that a partner’s distributive share of a 
partnership loss is to be allowed only to the extent of the partner’s 
adjusted basis for his interest in the partnership. Any excess loss is 
to be allowed as a deduction only when the excess is repaid to the 
partnership. On the other hand, section 752 provides in effect that 
an increase or decrease in a partner’s share of the liabilities of a partner- 
ship, or any increase or decrease in his individual liabilities as a result 
of a shift in liabilities between a partner and a partnership, is to result 
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in an increase or decrease in the adjusted basis of the partner’s interest 
in the partnership. 

Thus, under present law if a partnership incurs a liability with 
respect ‘to a third party, there would’ be an increase in the partners’ 
bases for their interests, to the extent of their shares of that liability. 

The partners could then deduct their share of partnership losses 
against the basis acquired as a result of the liability as well as against 

other basis they may have. However, it appears that if the 
liability is between a partnership and a partner (as distinguished from 
third persons) such liability has no effect on the partner’s basis for 
his interest and, therefore, cannot be used to offset a partner’s share 
of a partnership loss. 

The advisory group recommends where a partner is fully obligated 
to pay a liability to the partnership that he receive a basis for his 
interest to the extent of his obligation. This will ordinarily make 
any losses which may have given rise to the liability deductible in the 
year incurred. 

To carry out the recommendation of the advisory group it is recom- 
mended that both subsection (a) and (b) of section 752 be amended by 
the insertion of a phrase immediately before the words “shall be con- 
sidered.” In the case of subsection (a), which refers to an increase in 
partner’s liabilities, it would be indicated that ‘‘any increase in a 
partner’s liability to the partnership”’ also would be considered as a 
contribution of money by the partner to the partnership. In sub- 
section (b) it would be indicated that “any decrease in a partner’s 
liability to the partnership” also would be considered as a distribution 
of money to the partner by the partnership. 


19. Section 758. Income in respect of decedent (new proposal) 


(a) Present law.—Present law provides that the amount includible 
in gross income of a successor in interest of a deceased partner under 
section 736 (a) is to be considered income in respect of a decedent 
under section 691. Thus section 736 (a) amounts are includible in 
the gross estate of the decedent partner for estate tax purposes, then 
subsequently, when such amounts are paid, the recipient is subject 
to ordinary income tax and obtains no basis with respect to such 
amounts as a result of the transfer at the decedent’s death. However, 
to mitigate the effect of imposing both an estate tax and an income 
tax on the same amount, a deduction is available to the recipient of 
these payments equal to the portion of the estate tax paid which was 
attributable to them. 

(b) General comments.—Experience under present law has disclosed 
several uncertainties, possible loopholes, and unintended hardships. 
First, there is a question as to whether a basis for unrealized receiv- 
ables, even though this is denied where a partnership interest is liqui- 
dated under section 736, is available if the deceased partner’s interest 
is sold to a stranger or to one of his partners, or, on the other hand, 
is merely continued in the hands of his widow or other heir. In these 
cases, there would be no payments under section 736 (a) with the 
result that there is nothing for section 753 to classify as income in 
respect of a decedent. If no amounts are treated as income in respect 
of a decedent then section 1014 (c) does not deny a basis at the date of 
death (or alternate valuation date) for any unrealized receivables 
reflected in the value of the partnership interest. Your advisory 
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group recommends that the statute be amended to provide that any 
amount attributable to unrealized receivables (to be redefined as 
‘“‘accruable items” in the proposed sec. 736 (b) (2) (A)) be denied a 
basis as the result of the death of a partner, whether the partnership 
interest is liquidated, continued, or sold. 

Another problem is raised by the present section 753 in that no 
mention is made in it of the decedent’s distributive share for the por- 
tion of the partnership year up to the date of his death, including any 
part of this share which the decedent may have withdrawn before 
death. While this problem has been satisfactorily covered in the 
regulations (sec. 1.753—1 (b)), the advisory group believes that this is a 
matter which should be covered clearly in the statute. In this con- 
nection, a fear has been expressed that the portion of the distributive 
share withdrawn before death might not be taken into account in 
determining the size of the credit for estate tax to be allowed against 
such income when reported by the estate or heir for income tax pur- 
poses. Your advisory group believes that the statute should provide 
specifically that this credit for the estate tax should take into account 
this withdrawn portion of the distributive share in order to give 
assurance that equitable results will be obtained. However, the 
advisory group believes it should be clearly understood that the 
allowance of a credit for this portion of the distributive share does not 
mean that any increase for this amount is to be made in the gross 
estate for estate-tax purposes, since the portion of the predeath dis- 
tributive share which has been withdrawn already is reflected in other 
assets included in gross estate. 

Finally, because of the technical rules relating to the basis of 
partnership assets and the basis of a partnership interest under the 
present statute, there is a possibility that a deceased partner’s succes- 
sor would be denied a basis for partnership assets purchased just 
before the death by means of reinvesting the deceased partner’s 
distributive share. Your advisory group attempts to correct this 
hardship. 

The treatment which will be available, if your advisory group’s 
recommendations are adopted, for a decedent partner’s distributive 
share for the period up to his death and for the interest being trans- 
ferred at his death can be summarized as follows: 

(1) If the partnership taxable year does not end with the death of 
the partner, the full amount of the deceased partner’s distributive 
share for the period up to the date of his death is to be treated as 
income in respect of a decedent, and taxable to his successor. 

(2) The full amount of the distributive share for the period up to 
the date of death is to be taken into account in figuring the credit 
available to a deceased partner’s successor under section 691 (c) for 
estate taxes paid, whether or not such amount can be identified as 
part of the partnership interest, or as being among the assets of the 
estate. Such a rule prevents, in some cases, the sum of the estate 
tax and the income tax on the same item from exceeding 100 percent. 

(3) For the purposes of valuing a partnership interest in the gross 
estate of the decedent (including any amounts payable under sec. 736 
(a)), the estate tax value is not to exceed the net amount which the 
decedent’s successor could realize from the decedent’s partnership 
interest at the date of his death, or the optional valuation date, 
appropriately discounted not only for the delay in payment, but also 
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for any uncertainty in payment. In computing the deduction under 
section 691 (c) in respect of ‘‘accruable items” of amounts payable 
under section 736 (a), only the amount actually included in the gross 
estate is to be used—unlike the computation of such deduction in re- 
spect of the distributive share up to the date of death. 

(4) The decedent’s successor is not, by reason of the transfer from 
the decedent, to be permitted a basis for the partnership’s ‘accruable 
items” described in section 736 (b) (2) (A), whether the partnership 
interest is liquidated, continued, or is sold. 

(5) Section 1014 (c), relating to the denial of basis for items of 
income in respect of a decedent, is to have no application to the 
deceased partner’s distributive share of income for the period preced- 
ing his death. This distributive share becomes taxable to the estate 
as income whether or not distributed to it, and, under a possible 
interpretation, present law may result in a hardship to the estate if 
the share has been reinvested in partnership assets prior to the de- 
cedent’s death. While it is the intention to make available to the 
estate or other successor a basis for partnership assets equal to the 
estate tax value of the decedent’s interest, the estate’s basis for the 
partnership interest will only be adjusted under section 705 for part- 
nership transactions following the death. Thus, the fact that the 
estate may have to pay an income tax on the decedent’s distributive 
share of partnership items up to his death will not affect its basis for 
the partnership interest. Such items affected the decedent’s basis 
for his interest only up to his death. 

(c) Subsection (a). Distributive share-——Subsection (a) in the 
proposed draft deals with a deceased partner’s distributive share of 
income of the partnership in the year of his death for the portion 
of the year before his death. It provides specifically that such income 
is eligible for section 691 treatment. This is a clarifying amendment 
only since this treatment already is available under section 691 (a) of 
present law and is specifically provided for in the regulations on 
section 753 (regulations 1.753—1 (b)). 

In addition, this subsection makes it clear that the credit for estate 
tax to be allowed against such income, when reported by the estate or 
heir for income tax purposes, is to be computed by taking into account 
the full distributive share of income attributable to the part of the 
year before the decedent’s death, including any amounts which may 
have been withdrawn by the decedent before his death. This will be 
true whether or not the specific amount withdrawn by the decedent 
can be identified in his gross estate. However, the fact that this 
credit is allowed for the portion of a distributive share withdrawn 
before a decedent’s death should not lead to a specific inclusion in the 
gross estate for this withdrawn portion of the distributive share. 
This amount is reflected in other assets already included in the gross 
estate, either directly, as for example, a bank account which could be 

raced to the withdrawals, or indirectly by other assets which are in 
the gross estate only because the expenditure of the withdrawals from 
the partnership made it unnecessary for the decedent to expend these 
other assets. 

(d) Subsection (b). Accruable items.—Subsection (b) of section 
736 of present law refers to “unrealized receivables” which are treated 
as section 736 (a) payments. In your advisory group’s proposal, 
however, reference to these ‘‘unrealized receivables” has been deleted, 
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and instead provision has been made for certain accruable items of 
income to be included in section 736 (a). Subsection (b) of section 
753 as proposed by the advisory group relates to these accruable 
items. It provides that in all cases they are to be treated as income 
in respect of the decedent for purposes of section 691. As a result 
they will not receive a basis under section 1014 upon the decedent’s 
death, since subsection (c) of that section provides that items receiving 
section 691 treatment are not to have a basis. This will remove an 
unintended benefit in present law whereby, if section 736 (a) is not 
applicable, it is possible to receive a basis for unrealized receivables at 
the time of the death of a partner, since such items are given section 
691 treatment only if they are includible in section 736 (a). They, of 
course, are not so included if there was no distribution to the estate or 
heir of a decedent partner because the heir replaces the decedent 
partner in the partnership or because the sale of the interest to the 
heir immediately before the partner’s death. There also is some 
question under present law as to whether section 736 applies in the 
case of lump-sum distributions. If it does not, unrealized receivables 
in these cases also are eligible for a new basis at the date of death of 
the decedent. 

(e) Subsection (c). Amounts coming under 
tion (c) of the proposed draft provides that amounts includible under 
section 736 (a) constitute income in respect of a decedent. For the 
most part this represenis a continuation of the existing section 753. 
However, in this subsection it is made clear that the only amount 
which is eligible for section 691 treatment, and includible in the gross 
estate for estate-tax purposes, is the fair market value of these section 
736 (a) amounts at the time of the decedent’s death (or at the time of 
the alternate valuation date provided under sec. 2032). This is 
intended to assure that such amounts are properly discounted so that 
only their present value at the valuation date, and not the ultimate 
amount received or expected to be received, is included in the gross 
estate and eligible for section 691 treatment. 

(f) Application of section 1014 (a).—Subsection (d) makes it clear 
that the basis of an interest in a partnership acquired from a deceased 
partner is to be determined in the manner provided in section 1014 (a) 
except to the extent the fair market value at death reflects accruable 
items or amounts payable under section 736 (a). In contrast, even 
though the decedent’s distributive share up to the date of his death 
will constitute income in respect of a decedent, section 1014 (ec) will 
not apply to deny a basis for any portion of the fair market value of 
his interest at death which reflects the undrawn amount of such share. 
This distinction is necessary to make an adequate adjustment to the 
basis of partnership assets under section 743 (b) available to his 
estate or other successor. 

(q) Proposed statutory language.—The proposed statutory language 
for section 753 is as follows: 





SEC. 753. PARTNER’S SUCCESSOR RECEIVING INCOME IN RESPECT OF DECEDENT. 
(a) PaRTNER’s DistRiBpuTIVE SHarE.—Where the partnership taxable year 
with respect to a deceased partner has not closed on or before his death, the entire 
amount of his distributive share of items described in section 702 (a) attributable 
to the portion of the taxable year of the partnership before the date of his death 
shall be determined and considered income in respect of a decedent for purposes 
of section 691. For purposes of section 691 (c) (2) (B), the amount of such dis- 
tributive share shall be considered as an item described in section 691 (a) (1) 
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without reduction for withdrawals from the partnership made by the decedent 
before the date of his death. 

(b) AccruaBLeE ITrEmMs.—Amounts includible in the gross income of a suc- 
cessor in interest of a deceased partner which are attributable to the decedent’s 
interest in partnership income of the type described in section 736 (b) (2) (A) 
shall be considered income in respect of a decedent for purposes of section 691. 

(c) Amounts INCLUDIBLE IN Gross INCOMB UNDER SEcTION 736 (a).—Any 
amounts includible under section 736 (a) in the gross income of a successor in 
interest of a deceased partner, to the extent of any fair market value at the 
time of the decedent’s death (or if an election has been made under section 2032, 
any value at the alternate valuation date provided by such section) shall be 
considered income in respect of a decedent for purposes of section 691 to the 
extent not so considered under subsection (a) or (b). 

(d) APPLICATION oF Section 1014 (a).—The basis of an interest in a partner- 
ship acquired from a deceased partner shall, except to the extent that the value 
of such interest reflects amounts to which subsection (b) or (c) is applicable, 
be the basis provided by section 1014 (a) (relating in general to the basis of 
property acquired from a decedent) without taking into account subsection (c) 
of that section. 


20. Section 754. Manner of allocating optional adjustments to basis of 
partnership property (new proposal) 

(a) Present law.—Section 754 of present law indicates the manner 
in which an election may be made to establish a special partnership 
basis for property in the case of a partner who acquired his interest by 
transfer. It also indicates the manner in which an election may be 
made for adjustments to partnership property as the result of a dis- 
tribution of property to a partner where the property takes a different 
basis in the hands of the distributee than it had in the hands of the 
partnership, or where gain is recognized to the distributee. Section 
754 at present provides that if a partnership elects to make the ad- 
justments with respect to a transferee partner it must also elect to 
make the adjustments with respect to distributions, and vice versa. 
Once such election is made it applies to all subsequent distributions 
and transfers, as well as to any other distribution or transfer made 
during the year with respect to which the election was made. The 
manner of making the election is to be determined in accordance with 
regulations prescribed by the Secretary or his delegate. This elec- 
tion may be revoked by the partnership subject to limitations provided 
by regulations. 

(b) General comments.—In connection with the proposed changes 
with respect to section 743 (b), it was recommended that the elections 
with respect to transferee partners as provided in section 743 (b), and 
with respect to distributions as provided in section 734 (b) should be 
separate elections. It was suggested that the reasons partners would 
want to make elections with respect to these provisions might be 
quite different. The separate elections with respect to section 743 
(b) adjustments and section 734 (b) adjustments are provided for 
in this section. 

As indicated above, the manner of making an election with respect 
to section 734 (b) or 743 (b) adjustments in the past has been left 
to the regulations. The regulations have provided that this election 
(or elections under the proposal) must be made in a written statement 
filed with the partnership return for the first taxable year to which 
the election applies (or within 90 days after the promulgation of the 
regulations under sec. 754). Your advisory group believes that this 
is unnecessarily restrictive, and that the partnership should have 





REVISED REPORT ON PARTNERS AND PARTNERSHIPS 49 


an opportunity to act upon this question for a period of time after 
the filing of the partnership return such as is available, for example, 
to taxpayers in determining whether to claim a credit or deduction 
with respect to foreign income taxes. In that case, the choice may 
be made or changed at any time prior to the expiration of the period 
prescribed for making a claim for credit or refund of the tax against 
which the credit is allowable, which generally is within a period of 
3 years from the time the return was filed or 2 years from the time 
the tax was paid. The partnership return itself, however, involves 
no payment of tax and, as a result, in section 754 it is necessary to 
provide a specific period of time. The proposal of the advisory group 
is that a partnership be allowed to file or change either of the elections 
under section 754 at any time before the end of a 3-year period 
beginning with date prescribed by Jaw for the filing of the partnership 
return. In determining this period, extensions of time for filing the 
return are not to further extend this period. 

(c) Statutory changes proposed.—Provision for separate elections 
with respect to section 734 (b) adjustments and section 743 (b) 
adjustments is provided in the proposed revision of section 754 by 
setting forth in separate paragraphs the requirement for filing with 
respect to these two sections. The provision for the 3-year period 
in which to file or change either of these elections is provided for in 
a new sentence. 

SEC. 754. MANNER OF ELECTING OPTIONAL ADJUSTMENTS TO BASIS OF PARTNER- 
SHIP PROPERTY. 
If a partnership— 
(1) files an election with respect to distributions of property, the basis of 
partnership property shall be adjusted in the manner provided in section 
734 (b) with respect to all distributions, or 
(2) files an election with respect to transfers of partnership interests, the 
basis of partnership property shall be adjusted in the manner provided in 
section 743 (b) with respect to all such transfers, 
during the taxable year for which such election was filed and all subsequent 
taxable years. Either such election may be filed, or changed, at any time prior 
to the expiration of 3 years after the time prescribed by law for the filing of the 
partnership return for the taxable year, not including any extensions of such 
time. An election filed under either paragraph (1) or (2) otherwise may be 


revoked by the partnership, subject to such limitations as may be provided by 
regulations prescribed by the Secretary or his delegate. 


21. Section 755 (b). Special rules for allocation of basis (largely new 
proposal) 

(a) Present law.—Section 755 of present law contains the allocation 
rules which must be followed by a partnership in allocating basis 
among various partnership properties where either a transfer has oc- 
curred and an adjustment is required with respect to the transferee 
partner in the manner provided in section 743 (b) or a distribution 
has been made by the partnership and an adjustment is required to 
the basis of partnership property in the manner provided in section 
734 (b). The general rule contained in subsection (a) provides that 
basis is to be allocated among the partnership properties in a manner 
which reduces the difference between their fair market value and their 
adjusted bases. However, partnerships are also permitted to allocate 
the basis to partnership properties in any other manner permitted by 
regulations. Subsection (b), however, imposes certain limitations on 
the allocation rules set forth in subsection (a). It requires the alloca- 
tion rules to be applied separately between capital assets and trade 
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or business properties on one hand and other property on the other 
hand. Thus, property distributed or interests transferred which give 
rise to a basis adjustment which fell in one of these two categories 
must be allocated to partnership property falling in the same category. 
The special allocation rules also provide that the basis of any partner- 
ship property may not be reduced below zero. They further provide 
that in the case of a distribution where adjustments to basis of property 
is prevented by the absence of such property on the part of the 
partnership or an insufficient adjusted basis the adjustments are to 
be held in abeyance and then applied to subsequently acquired 
property. 

(6) General comments.—Most of the changes proposed by your 
advisory group with respect to section 755 (b) are related to proposals 
it is making with respect to other basic provisions of the partnership 
subchapter. The proposal not to apply special allocation rules requir- 
ing separate allocation between capital and trade or business assets 
on one hand and other assets on the other hand in the case of transfers 
is a part of your advisory group’s recommendations which are con- 
cerned primarily with section 743. In connection with section 751, 
it is recommending that distributions not be made subject to the rules 
provided by that section. However, as a means of preventing the 
conversion of capital gains into ordinary income, in connection with 
that provision, the advisory group recommends that in the case of dis- 
tributions the partnership is not to be permitted to make any allocation 
of basis to section 751 assets. This recommendation, although a part 
of the section 751 proposal, is incorporated in section 755. Again, 
in section 751 a new definition of “section 751 assets’? is developed 
which makes it possible to revise the two classifications in section 755 
requiring separate allocation so they will exactly correspond with 
section 751 rather than referring to capital assets and trade or business 
assets on one hand and other assets on the other hand. 

Apart from the recommendations which are interrelated with other 
proposals, your advisory group is also making certain suggestions 
which relate only to section 755. First, it believes that the rule set 
forth in the regulations to the effect that no basis m: 1y be allocated to 
assets whose adjusted basis is equal to or exceeds their fair market 
value is a desirable rule and should be incorporated in the statute. 

(c) Paragraph (1). No basis is to be allocated to section 751 assets im 
the case of distributions.—In connection with the advisory group’s 
proposal with respect to section 751, it was recommended that where 
a distributee partner in effect ‘‘sold” his interest in section 751 assets 
of the partnership, by relinquishing his interest in such assets there 
should be no adjustment to the basis of section 751 assets of the 
partnership. The group believed that in view of the fact that dis- 
tributions will no longer be subject to the ordinary income rules pro- 
vided in section 751 the denial of the right to allocate basis in such a 
case to section 751 assets of the partnership is necessary to prevent 
the conversion of ordinary income into ¢ apital gain income. This is 
indicated by the fact that the partner who in effect is ‘‘seiling’’ his 
share of the section 751 assets to the remaining partners receives 
capital gains treatment (or will upon subsequent sale of a distributed 
asset) and if the gain, or potential gain, were to be allocated to the 
section 751 assets which are “sold” to the partnership no gain would 
be realized upon the subsequent sale of these assets by the partner- 
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ship. Thus, if such a basis adjustment were allowed, there would be 
a conversion of income from the ordinary income category to the capi- 
tal gain category. Therefore, your advisory group is proposing that 
in the case of distributions no basis adjustments be made to section 

751 assets. This basis which under the proposal is not available for 
alincatian to the section 751 assets will be available, however, for 
allocation to other assets. 

It should also be noted that there will no longer be a classification 
of assets into two categories in the case of special basis adjustments 
for transferee partners where the adjustments provided by section 
743 (b) are applicable. This is a part of your advisory group’s recom- 
mendations with respect to section 743 (b). In that connection it 
pointed out that there is no avoidance problem in this area in the 
case of transfers. 

(d) Paragraph (2). Basis adjustments to be ignored.—Paragraph 
(2) of the proposed subsection (6) continues the rule of existing law to 
the effect that the basis of partnership properties may not be de- 
creased below zero. However, it adds a limitation presently appear- 
ing in the regulations to the effect that the basis of partnership prop- 
erties may not be increased to more than their tair market value as a 
result of any allocation of basis. (See regulations 1.755-1 (a) (1) 
(ii).) In addition, there has been omitted the reference to holding in 
abeyance of any adjustment to basis which cannot otherwise be made. 
Thus, if as a result of the application of any of the special allocation 
rule provided in subsection (b) with respect to distributions, no basis 
adjustment may be made to existing partnership assets, this adjust- 
ment will not be available, under the proposed statutory language, to 
be applied to any subsequently acquired partnership property coming 
in the appropriate category. Your advisory group believes that this 
subsequent adjustment was little used in actual application and thus 
represented an unnecessary complication of the statute. 

(e) Recommendation in first report.—In its first report your advisory 
group pointed out that a problem arose in connection with the two- 
category allocation rules of present law in the case of distributions. 
It pointed out that the regulations, based upon the fact that the word 
“attributable” in section 755 (b) of present law does not relate to 
“distributions,” have held that basis adjustments must be made to 
the same class of property as that distributed. The right rule is 
believed to be that the adjustment should be made to the same class of 
property as that to which the adjustments are attributable.” 

Your advisory group still believes that its prior recommendation 
was correct, based on the two-category classification. However, since 
in its more recent recommendations it is proposing that no basis 
adjustments be allowed for section 751 assets, its earlier proposal no 
longer has any application. 

(f) P roposed statutory language.—The statutory language proposed 
by the advisory group for section 755 (b) is as follows: 

SEC. 755. RULES FOR ALLOCATION OF BASIS. 

(a) GENERAL RULE.—* * *, 

(b) SpectaL RULES FoR DistTRIBUTIONS.— 

(1) NO ALLOCATION OF BASIS TO SECTION 751 ASSETS.—In applying the 
allocation rules provided in subsection (a), increases or decreases in the 
adjusted basis of partnership property arising from a distribution attribut- 
able to property consisting of section 751 assets (other than property de- 


scribed in section 751 (c) (2)) shall be made to partnership property other 
than such 751 assets. 
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(2) CERTAIN ADJUSTMENTS TO BASIS NOT TO BE MADE.—In applying the 
special allocation rules in paragraph (1), no account is to be taken of any 
decrease or increase otherwise required to the adjusted basis of partnership 
property to the extent such adjustment would decrease the adjusted basis 
of partnership properties below zero or increase the adjusted basis of such 
properties above their fair market values. 


22. Section 761 (a). Exclusion of certain organizations from partner- 
ship provisions (from first report) 

Section 761 (a) of present law creates two special categories of 
organizations which are permitted to be excluded from the application 
of all or part of subchapter K if all of the members so elect and if the 
income of such members can be adequately determined without the 
computation of partnership taxable income. The requirement that 
the organizations can be excluded from subchapter K only if the 
election is made by all the members creates serious practical difficul- 
ties. The election also may affect the substantive rights of the parties 
as between themselves and therefore may pose serious substantive 
legal probelms as well. 

Your advisory group has concluded that these problems may best 
be avoided by excluding all such organizations from the statutory 
definition of partnerships in the first instance. This conclusion 
is not inconsistent with the basic concept of partnerships, since the 
absence of a joint profit motive or the failure to conduct an active 
business would seem in the first instance to make such organizations 
more closely akin to cotenancies or coownerships than to partnerships. 
This proposed exclusion from subchapter K has not been made condi- 
ee upon the income of all members being determinable without 
the necessity for calculating partnership taxable income, since 
the close resemblance of these organizations to cotenancies or co- 
ownerships should make such a condition unnecessary for the pro- 
tection of the revenue. 

The privilege granted such organizations to be treated as partner- 
ships under existing law has been preserved by allowing any such 
organization (as distinguished from the members) desiring to be so 
treated, for the purpose of all or a part of subchapter K, to so elect. 
If the organization elects to be treated as a partnership for all purposes 
of subchapter K, the Secretary or his delegate is authorized to prescribe 
the time and manner of election. If, however, the organization 
elects to be excluded from only a part of the subchapter, the Secretary 
or his delegate is also authorized to prescribe the extent of such ex- 
clusion. 

In order to afford adequate protection for the revenue in the case 
of organizations which do not elect to be treated as partnerships for 
all or some part of subchapter K, the Secretary or his delegate is 
empowered to require, by regulations, the filing of such information 
with respect to the nature of the organization’s operations and the 
identity of its members as he shall deem necessary. It is contem- 
plated that the Secretary will require only such minimum reporting 
as will actually be of use in administering this provision and that 
regularly recurring annual information returns in respect of such 
organizations will be unnecessary for this purpose. 
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To accomplish the foregoing recommendations it is suggested that 
section 761 (a) be amended to read substantially as follows: 


(a) PARTNERSHIP.— 

(1) DEFINITION OF PARTNERSHIP.—For purposes of this subtitle, the term 
“partnership” includes a syndicate, group, pool, joint venture, or other unin- 
corporated organization through or by means of which any business, financial 
operation, or venture is carried on, and which is not, within the meaning of this 
title, a corporation or a trust or estate. 

(2) ORGANIZATIONS EXCLUDED.—An unincorporated organization described in 
paragraph (3) shall be excluded from the application of all of this subchapter, 
unless it elects in the manner and at the time provided in regulations prescribed 
by the Secretary or his delegate, either 

(A) to be treated as a partnership, or 
(B) to be excluded from the application of part of this subchapter to the 
extent provided by such regulations. 

(3) DEFINITION OF EXCLUDED ORGANIZATIONS.—For purposes of paragraph (2) 
an unincorporated organization shall be such an organization availed of— 

(A) for investment purposes only and not for the active conduct of a 
business, or 

(B) for the joint production, extraction, or use of property, but not for 
the purpose of selling services or property produced or extracted. 

(4) INFORMATION REQUIRED.—If an organization described in paragraph (3) 
is excluded from the application of all of this subchapter, it shall file such infor- 
mation with respect to the nature of its operations and the identity of its members 
as shall be required by regulations to be prescribed by the Secretary or his delegate. 
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